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PROFITS UNDER NAZI PLANNINGS 
SUMMARY 

Early developments: partial planning, 1. — Shift to central planning, 
2. — Results, 3. — The r61e of profits, 4. — Supplementary inducements, 6. — 
Control of investment incomes, 7. — Results, 9. — Control of profit margins: 
equalization, 10; manipulation, 11; determination, 12. — Results, 14. — The 
abortive profit ceiling, 16. — Results, 18. — Profit incentives in price con- 
trol, 19. — Subsidies, 21. — Results, 22. — General conclusions, 24. 

It is commonly assumed that central economic planning and 
profitability of business are incompatible: either comprehensive 
economic planning without a profit system or business for profit 
but no central planning must prevail. A study of the Nazi economy, 
however, reveals that for the first time profitability of business 
became compatible with central economic planning. This raises 
two interesting questions: What were the main features of fascist 
economic planning; how were the principles of both profit and 
planning modified and integrated effectively in the economy? 

Economic Planning 

The Nazis practiced extensive partial planning from the fall 
of 1936 to the middle of 1942, and central planning for the last 
period of the regime. The government had introduced central 
planning at the beginning of the war, through the decrees of August 
and September, 1939. Consumption and income of civilians were 
reduced; the working week was generally raised to 60 hours; 
compensation for “overtime’’ and other bonuses had to be paid as 
a tax to the treasury. But the quick success in the Polish campaign 

1. The present paper is part of a research project on government and 
business imder the Nazis conducted by the School of Business, University of 
Chicago, 
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led to a repeal or modification of the original plans for total eoo* 
nomie mobili.sallon. The plans for concentrating production in 
large plante were shelved; small and middle-eised plants were 
incorporated in the military sector throuid^ dispersal of orders.’ 
In fact, partial mobilissation replaced the ori{pnal blueprints for 
oentral planning and total mobilization. 

“Partial planning was predicated upon “lightning” military 
campai^. On the one hand, this form of warfare minimized the 
military demands upon the economy. The short periods of attack 
limited both the material used by the conquering forces and the 
destruction of properties by the opponents in the campaign. This 
form of warfare, deliberately devised by the Nans, fitted the 
mtuation of Germany with her limited resources, and opened the 
opportunity for maximum gains in war booty. The military superi- 
ority of the German armed forces could be exploited without 
exhausting their own economy; victory could be secured without 
devastating the economies of conquered lands, destined to be a 
part of the fascist empire. On the other hand, the periods of lull 
set off the various campaigns from each other, defined the specific 
tasks for planning, and provided a valuable period of econoqdc 
preparation for the campaign. The reduced scope of military 
requirements and well-defined tasks for war production made 
economic planning predictable and manageable. In consequence, 
the specific economic planning for brief campaigns dispensed with 
the need for an overall economic plan of many years duration, and 
planning for war was reduced to the proportions of a scries of 
partial plans. 

But when Allied military action imposed a war of attrition 
upon Germany, the Nazis had to shift to total economic mobili- 
zation for an all-out war. Central planning was the means by 
which they hoped to realize this goal. Relative to the previous 
economic performance, total mobilization was a success. The 
index of finished armament production rose from 100 in 1942 to 
322 in July, 1944.* The number of aircraft produced yearly in- 
creased from 8,200 in 1939 to almost 40,000 in 1944. Simultane- 
ously, consumption fell considerably. Civilian consumption of 

2. Georg Wolff, “Mittd- und Kleinbetriebe im Kriege,” Wirtechafts- 
kurve, February, 19W. 

8. Bolf Wagenfuhr, Deutechlands KriegswirtBchaft, 1939-45, captured 
manuscript, quoted in U. S. Strategic Bombing Survey, The Fleets of Strategic 
Bond>ing on the German War E^omy, Watidngton, 1946. 
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leather and leather substitutes for shoe manufacture and repair 
declined by 65 per cent between 1938-39 and 1943-44. Of the 
shoes still produced in 1944, civilians received only 28 per cent, as 
compared with 64 per cent in 1938-39. In January, 1945, the daily 
ration for “normal” consumers had a total content of 1,721 calo- 
ries. This was almost 300 units below the minimum emergency 
level of consumption, and only a little above the ration set by the 
American Military Government after the occupation. The expan- 
sion of the military and reduction of the civilian economy ai^ the 
more remarkable because Germany had neither idle facilities nor 
large consumer goods industries as a source of war production. 
Total mobilization was achieved on the basis of full employment. 
It was secured through the extensive utilization of tbe resources of 
the Empire and reduction of the civilian economy. 

How effective was central planning imder the Nazis? It is too 
early to tell the whole story and examine its effects, but three facts 
are beyond doubt.^ First, central planning came two years too 
late. Considering the major task of total mobilization for defeatmg 
Russia before the United States could become an effective belliger- 
ent, central planning should have been instituted in 1940, instead 
of 1942. Second, central planning was coupled with the task of a 
partial reorganization of business. The available resources and 
facilities for production of armaments had to be increased through 
an extensive rationalization and efficiency drive within business 
imits, throi^ a shift of labor and machinery to the most efficient 
plants and the laying-off of others, and through reduced production 
of civilian goods. The fairly large success of these efforts increased 
the available resources, but also changed continually the conditions 
for central planning. Third, the realization of plans was increas- 
ingly disturbed and upset by Allied air attacks. Endangered or 
bombed plsmts called for dispersal of essential factories. Bombing 
of cities led to the uneconomical use of labor in the clearing and 
repair of bombed areas. Bombardment also limited the extent 
to which consumption could be reduced because of the losses of 
consumer goods by air attacks. In consequence of the last two 
factors, central planning had to take place under a high degree of 

4. The shift from partial to central planning did not initiate a change in 
the power relationships between govenunent and basiness. The party con- 
tinued to be the major, big business the minor, holders of power. Cf. 
Arthur Schweitser, “Big Business and the Nasi Party in Qermany,” Journal 
of Business, January, 1946. 
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uncertainty and be executed under the most unfavorable condi- 
tions. 

Preeent information, however, does not justify the conclusion 
that central planning was one of the major reasons for the collapse 
of the German economy. Instead, two causes led to the quick 
disintegration of the economy: the loss of the resources of the 
empire; the increasing effectiveness and devastation of the Allied 
air attack. 

What was the r61e of economic planning in the Nazi economy? 
Clearly, it was one of the new featmes introduced by the Nazis 
into the German economy. Reduced to its essentials, it involved 
basic changes in the traditional economy in important respects. 
First, economic freedom was replaced by the principle of universal 
obligation to work in accordance with governmental instructions 
(Arbeits- und Wirtschaftspflicht). Second, trading in private 
markets was replaced by comprehensive governmental regulation 
of almost all markets in the economy. Third, freedom of association 
was displaced in favor of compulsory business organizations and 
effective operation of governmental agencies in business. Finally, 
the fimction of unconscious direction of the economy through the 
profit motive was taken over by economic planning of activities by 
the government. 


The R6lb of Pbofits 

The profit situation after 1936 was characterized by two 
strange paradoxes. On the one hand, the Nazis gradually sup> 
pressed the profit motive but retained profit as a stimulus for 
producers to increase output and achieve efficiency. On the other 
hand, government price control determined the permissible 
profit margins in fixed prices but still offered opportunities for 
businessmen to realize substantial total profits each year. These 
contradictions produced two problems. How and why did the 
Nazis sever the profit motive from the profit stimulus? What was 
the effect of extensive governmental price fixing upon the r61e and 
use of realized profits in the economy? 

In private capitalism the profit motive is a powerful force. 
In the sphere of production it performs at least two functions. 
The one affects the actions of producers; the other influences the 
general cause of the economy. Actual or expected profit opportuni- 
tiee eoostitate incentives for owners to reinvest thdr capital, 
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increase output, improve efficiency of production. These incentives 
enlaiige the opportuniti^ and modify the prevailing conditions 
within operative plants. In addition the profit motive affects the 
relationship between firms and industries: actual or expected 
differences in the rate of profit between firms and industries induce 
owners to redirect their capital from less to more profitable fields 
of production. This shifting of capital and employment has an 
effect not consciously sought; it determines the total volume of 
business and directs the general course of economic activities. 

The Nazis refused to accept these traditional fimctions of the 
profit motive. On the contrary, they effectively separated its two 
functions in production. Profit as a stimulus for private owners 
was retained but greatly modified. Profit as a guide for the general 
direction of the economy was suppressed, and its place was taken 
by the economic plans of the government. 

Governmental planning set the prime goals for the economic 
activities of persons and firms. Governmental agencies, implement- 
ing plans, allocated factors of production among concerns and 
industries. Commissions and inspectors reduced the civilian 
industries in favor of war industries. Inmunerable agencies regu- 
lated the exchange of all products, services, and almost all property 
titles. The general direction of the economy was no longer left to 
the profit motive. The course of economic activity was planned 
and directed by governmental agencies. 

What happened to profits as a stimulus for producers? As 
usual in major decisions, a conflict arose between party leaders and 
big business. Leaders of big business favored the full operation of 
the profit motive. Party leaders desired intensified production, 
but insisted upon extensive control of all forms of profits. Under 
the increasing pressure for efficiency, neither of the rivals carried 
his point. The resultant compromise led to the incorporation of 
profit and other supplementary inducements into a system of 
profit fixing. 

The two outstanding supplementary inducements introduced 
by the Nazis were the contests among enterprises for the title of a 
“model firm” and payments of prizes and bonuses for special 
achievements in production. The idea of a national competition 
among firms for the title of a model firm originated in the Labor 
Front. It was the means by which this party organization induced 
employers and employees to accept, and operate through, its 
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division of “Strength through Joy,” The winning firms were 
selected according to their ability to (a) maintain social peace, 
(b) provide welfare schemes for their employees, (c) increase the 
productivity of labor, (d) and follow closely the Nazi economic 
policies. During the war, however, the last two criteria alone 
became relevant. Most of the welfare schemes were discontinued. 
Maintaining social peace became a responsibility of the Labor 
Front and the Secret Police. Of equal significance in selection of 
contesting firms became the ability of plants to utilize raw materials 
and equipment efficiently. In 1941 a total of 290,322 enterprises 
participated in the contest; 119 were chosen as model firms; 
2,000 received regional diplomas; and 3,583 obtained rewards of 
achievements for more than average efficiency.* 

The bonus system fostered a variety of activities. Suggestions 
for improvement of production methods or discoveries of new 
processes brought many a foreman and manager a small bonus. 
Replacement of scarce by more plentiful materials carried govern- 
mental premium payments (e.g. timber bonus). Prizes were 
paid to firms which introduced new labor-saving machines. During 
the war, however, cash payments did not incite many to, special 
achievements. Hence premiums were granted in kind. Firms that 
utilized coal sparingly were permitted to store a two-months 
supply for their own use. Plants conserving scrap were given a 
preference for speedy delivery of allocated materials. Efficient 
management was a recommendation for being granted a lease of a 
sequestered enterprise in occupied lands. For effective managers 
were at a premium and special management schools tried in vain 
to satisfy the most urgent demand. 

The special inducements had a limited success. The national 
contests among enterprises, at first a mere political propaganda 
stunt, became general drives for increased output, improved 
efficiency, and conservation of resources. The winning firms 
increased their chances of receiving the favorable attention of 
regulating governmental agencies. Such special consideration 
became increasingly important when the contests were followed by 
drives to close the inefficient plants and shift the skilled laborers 
from the leas to the more efficient concerns. Prizes and premiums 
had a similar effect for the wiimers. For premiums did not conflict 

5. "Ldstungskampf der deutschen Betriebc,” Sozialn Praxu, 1941, 
p. 649. 
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with government plans. They became recognized devices to 
break bottlenecks. Prizes stimulated firms to special achievements 
in fields in which accomplishment threatened to fall short of 
government plans. Consequently, contests and premimns were 
incorporated in the production and ratiomdization plans of the 
government. 

However effective in implementing plans, the special induce- 
ments did not replace the profit stimulus for producers, as some 
Nazis desired. Kxing of profits, not their suppression, was the 
official policy of the Nazi party. Government profit fixing tried to 
impose three different lines of action upon owners. First, profits 
usually spent in consumption were reduced in favor of profits in- 
vested in govemmentally desired projects. Second, the rates of 
profit between firms and industries were manipulated in order to 
equalize the rate of profit among desired activities and discriminate 
against the primarily civilian industries. Third, a significant 
attempt was made to establish a general profit ceiling that was to 
supplement the policy of fixing profit margins through price 
control. How far were these profit policies of the Nazis successful? 

Control of Investment Incomes 

The Nazi government effectively discriminated against 
the rentiers, who usually spend a relatively large portion of their 
property income for consumption. Dividends, interests, and rents 
were deliberately depressed. The various rates of interest were 
greatly reduced. The yield of long-term government bonds declined 
from 7 per cent in 1933 to 4.5 per cent in 1939. Rising bank 
deposits reduced the yield further to 3 per cent in 1942. The 
discount rates of the central bank declined from 8 per cent in 
1932 to 2 }/^ in 1941. The short-term rates of the private banks fell 
correspondingly. The result was a marked decline in interest 
income. The property holders who lived mainly from interest 
income protested* but their complmnts were disr^arded. A 
rapidly rising public debt in the face of drastically reduced rat^ of 
interest testified to the effectiveness of governmental control of 
money and capital markets. 

Similarly, shareholders were not permitted to benefit fully 
from the rising net income of corporations. The dividend limitation 
law of 1934 compelled corporations to pay any excess over 6 (or 8) 

6. Of. “Eine Neue Zinseti^pe,” Bank-Archiv, Januaiy 16, 1941. 
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pee cent to a govenunent fund. Excess dividends were invested in 
government bonds in the name of the shareholders. Yet tlus fund 
remained small: total payments from 1934 to 1940 did not exceed 
108 million marks. A portion of these accvunulated dividends was 
disbursed in the form of non-interest bearing certificates; the 
remainder was kept by the government for “the duration of the 
war.” Although not many “excess” dividends were paid to the 
government, the law of 1934 set an effective upper limit upon divi- 
dend pasunents. For the actual rate of dividends of corporations 
rose from 2.9 per cent in 1932-33 to 6.6 per cent in 1938-39. 
Hence most of the dividends paid remained below the maximum 
set by the government. 

Lower rates of interest and limited dividends at a time of 
r ising net profits produced a marked increase in the undistributed 
profits of corporations. OfiScial sources estimated that undistrib- 
uted profits amounted to only 170 million marks in 1933. They 
rose to 1,200 million marks in 1935 and 3,420 million marks in 
1938. This remarkable advance exceeded by far the actual divi- 
dend payments, which amounted to 1,200 million marks in 1938. 
In other words, undistributed profits were nearly three times as 
large as the dividend payments to shareholders.’ The Nazis 
welcomed and intensified the corporations’ policy of keeping the 
major portion of net profits in the business. The government 
closed the capital market for many years to corporations, compell- 
ing them to rely upon their own resources. Government armament 
orders and new projects called for expansion and investment of 
capital. The financing of such projects was to a large extent accom- 
pMied by ploughing profits back in the business. As a result 
capital formation increased rapidly at the expense of the cemsump- 
tive portion in property income. 

Yet the Nazis had to modify their policy of holding dividend 
payments down. The boom of the “free” security market called 
for a greater supply of shares. Corporations were permitted to 
issue more shares on the basis of their increased assets. But not 
many availed themselves of this opportunity. The 10 per cent 
capital-issue tax was an effective deterrent. Instead of lowering 
this tax, the Nazis ixaposed a dividend tax in 1941 which repealed 

7. In addition, undistributed profits of 1,000 million marks were made by 
individual proprietorships and partnerships. This increased the total of 
undistributM profits to 4,420 miUion marks in 1938. Cf. “Selbstfinanzierung 
und Kapitalmarlrt,” Bank-Archiv, 1041, p. 174 ff. 
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the dividend limitation law of 1934. The revenue from the new 
dividend tax was of small import, however. The law offered 
corporations three alternative lines of action; to write up their 
capital, build up undistributed profits as in the past, or pay the 
new tax. The majority of the corporations accepted the first two 
alternatives. About 30 per cent of the joint-stock companies 
translated some of their reserves into capital stock. These com- 
panies represented 59 per cent of the total stock.® Most of the 
‘‘baby shares” were issued to the existing stockholders without 
pa3rment. But dividends rose merely by 13 million marks, which 
was a small portion of the total dividends received. Hence increase 
in capital stock did not reverse the policy of discrimination against 
prospective consumers of property income. 

What lessons can be drawn from this line of profit policy? 
In the first place, the Nazis refrained from a fundamental change 
in the formation of property income in Greater Germany. Capital 
inva<^ted was recognized as the major source of property income. 
The connection between the private property structure and the 
formation of income from property, typical for private capitalism, 
prevailed throughout the Nazi regime. In the second place, the 
Nazis interfered deliberately in the distribution of realized property 
income among the various groups of owners. Whoever was sus- 
pected of consuming a share of his rent, interest or dividend 
income had to face a persistent governmental discrimination. 
In fact, the government established two different groups: the 
“esteemed” and “despised” receivers of property income. The 
former group of active producers and investors was given the 
opportimity to transfer a share of income to themselves which 
otherwise would have gone to the rentiers.® But the federal 
treasury also benefited from this govemmentaUy sponsored 
income transfer between owners, for the extraordinary fall in the 
rates of interest reduced the burden of servicing the public debt. 

In the third place, the goal of the income transfer was to 

8. H. W. Singer, ‘^Recent Conditions in Germany/’ Bulletin, London 
and Cambridge Economic Service, 1943, p. 88. 

9. In effect, this governmental discrimination favored the upper class 
and hurt the middle class, because the largest producers and investors alone 
got the full benefit of the income transfer. Most of the rentiers, however, 
belonged to the middle class. Hence the discrimination between income 
receivers corresponded to the separation of owners into desirable and undesira- 
ble property-holders. Cf. Arthur Schweitzer, *'Big Business and Private 
Property under the Nazis,” Journal of Business, April, 1946. 
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increase the formation of capital. The “esteemed” group of 
income receivers had to reinvest its capital in govemmentally 
acceptable projects. The lines of investment became increasingly 
determined by the govenunent. Indirect control was exerted 
through placement of government orders for materitUs and plants, 
as well as through suppressing demand of civilian producers and 
oonsummrs. Direct control of investment became the function of 
the government agencies that allocated materials and manpower. 
Requests for industrial construction permits, for instance, were 
scrutinized more efEectively with each additional year of war. 
This is evident from the decline in the physical volume of total 
construction, which fell from 13 billion in 1938 to 3.8 billion marks 
in 1944.' Finally, the functions involved in the formation and 
reinvestment of capital were divided between big business and 
government agencies. Private concerns were usually limited to 
direct investment of undistributed profits. Sale of industrial bonds 
was permissible only for a few large concerns. Hence the banks 
almost lost their customers in the industrial field. The funds of 
banks and insurance companies had to be invested in government 
bonds and bills. When the war ended, about 80 per cent of the 
assets of banks and insurance companies were invested in govern- 
ment securities. Indirect investment had developed into a govern- 
mental monopoly. This was exercised by the central bank, which 
regulated the capital and money markets. It was through the 
effective control of these markets that the government increased 
the national debt from 37.3 billion marks in August, 1939, to 400 
billion marks in June, 1945,* without a decisive effect on price 
levels. For indebtedness was the preferred method of Nazi war 
finance, confiscatory taxes and expropriation being primarily 
practiced in the Nazis’ empire. 

CoNTBOL OF Profit Maboinb 

How did the price commissioner handle profits through price 
control? Four lines of actions wa be discerned. These involved 
freeting, redudng, manipulating’ and determining of profits. 
Actually, freezing of profits at the prevailing level cff September, 
1936, was merriy a preliminary step: it laid the foundation for an 

1. Calculated in (nrices of 1938 and given in “Die Deutsche Industrie,” 
a captured manuscript, quoted in The Effect of Strategic Bombing on the 
German War Economy, p. 55. 

2. Economist (London), November 20, 1943, and S^tember 29, 1945. 
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exieneiTe determination of prices and profit mar^ns. Rediiction 
of profits was accompanied by governmental subsidies. Both 
became effective means of equaling the rate of profits betwem 
firms and industries. In consequence, the profit policies of the 
price commissioner can be discussed under three headings: equal- 
isation, manipulation and determination of profits. 

Equalisation of the rate of profits began with government 
subffldies as well as with reduction of profits by government actions. 
Industries producing substitutes or military equipment could and 
did receive subsidies. Most of them were granted indirectly, 
either through favorable prices or long-term purchasing c<mtracts 
concluded between producers and government {^endes. Cash 
subsidies were paid to producers to prevent losses and assure 
reasonable profits. The various forms of government subsidies 
fulfilled two functions. On the one hand, costs of experimentation 
in new fields and products were shifted to the govemm^t through 
subsidy pasrments; on the other, rising costs of production in many 
cases did not lead to higher prices, the increasing costs being 
either taken over by the government or shifted to more favorable 
producers. The groups suffering most under increasing costs were 
farmers, as well as coal and iron producers. During the war, 
government subsidies rose tremendously. Premiums paid by the 
state were estimated at 1000 million marks annually.* This 
amoimted to nearly 10 per cent of the total recdpts from farm 
sales. Bising costs in the coal mining industry were compensated 
in 1940 and 1941 by increased export prices. When this was no 
longer possible, the coal ccmcems recdved a government subsidy. 
The British military government* in 1945 foimd a coal price of 
18 marks per ton for the home market, whereas the cost of pro- 
duction had risen to 50 marks per ton. Hence the longer the war 
lasted, the more did productivity of labor decline and subtidies 
rise. No wonder the Nazis tried all possible devices to shift a 
part of the increasing cost to other producers who were more 
favorably situated. This gave rise to a deliberate policy of equaliz- 
ing the rate of profits between firms and industries. 

Inter-business paymaits originated in the fields of i^culture 
and imports. As early as 1934, producers of milk for consumers 
compensated producers of processed milk for their low prices. 

8. "OemutD Eun»e: Controllmg FrioeB," Econornkt, October 31, 
1942, p. 545. 
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Importers had to pass on a portion of thdr profits to home pro- 
ducers. In 1935 the well-known “export tax” was introduced, 
through which the home industries paid a part of their profits to 
govermnentally recognized exporters. With the beffhning of 1937 
sugar refineries compensated beet producers, breweries compen- 
sated barley producers, wheat flour mills passed on a part (tf thdr 
profits to rye flour mills. Costs of transportation were shifted from 
producers to dealers. Industries with hi^ profits were compelled 
to reduce their prices. For instance, chemical firms had to reduce 
the price of fertilizers repeatedly so as to help the farmers. Pro- 
ducers of marked-up products had to reduce prices in order to 
increase the profit margin of dealers and lower the prices for con- 
sumers. Similarly, vertical combines were urged to equalize 
profits within their spheres of influence. For instance, in the iron 
and steel industry prices of products were kept almost stable, 
though the cost of production of crude steel had risen greatly. 
The steel combines made great profits in steel products, but lost 
heavily in crude steel.* Under the direction of the price com- 
missioner, steel producers had to use excess profits in some plants 
to offset their losses in others. Incidentally, this intei)^fied the 
prevailing tendency to vertical combinations. Consequently, 
rising costs were absorbed through equalization payments which 
became an important feature of price fixing. Such paymoits 
could be made within trusts or combines, between firms in related 
branches, or between whole industries. Payments could appear as 
a reduction in prices, a government tax, a surrender of profits, or 
a change in accounts between subsidiaries in a combine. What- 
ever their form, loss of profits for one buriness became a “subsidy” 
for another business. Through these inter-busmess payments, the 
price commissioner equalized the rate of profits between firms 
and industries. Although limited in scope, equalization payments 
prevented the more striking cases of an unequal distribution of 
profits that resulted from govermnental planning and direction of 
the economy. But the price coinmisrioner reached the limit of this 
policy in the first year of the war: the need for cost absorption 
exceeded the opportunities, of equalization payments between con- 
cerns. Hence the govecnment had to increase its subsidies. 

Quantitatively more important was the determination of 

4. "Die Ertntgslage der Schwerindustrie,” Wirtechaftskurve, May, 

1940. 
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pn^t mai^s throu^ govenuuent price fixing. Increases in 
prices after the price-stop decree of September, 1936, induced 
the price commissioner to handle profit margins in three different 
ways. Requests for increased prices were refused, if the profit 
margins of firms were relatively hi^. Hence high profits became 
an absorber of increadng costs. But when the rise in cost was 
continuous, as in the case of imported goods, or when profits could 
not absorb increasing costs, the commissioner pursued a policy of 
stable profit margins. Increased cost could be passed on to buyers, 
but the profit margin had to be kept unchanged. This {d>olished 
the traditional practice of calculating profit margins as a standard 
percentage of the price. Stable profit mar^ns even under con- 
ditions of rising prices prevailed for a considerable section of the 
economy prior to 1941. 

Another rule related to products not formerly produced in 
bulk. This was a common condition in the substitute and in most 
armament industries. A modified cost-plus-profit price was 
introduced, first in construction and electricity and then extended 
to all firms filling orders for the government. This cost-plus-profit 
price was actually a govemmentally calculated price.* Two rules 
were apphed by government agencies. A list of items, called 
“necessary cost,” could alone be included as overhead cost in the 
price; all other items were rejected. The most important itmns 
rejected related to inefficiency or prices of raw materials and wages 
paid above those fixed by the government. Moreover, the recog- 
nized profit margin had to be composed of two elements: a “wage” 
for the entrepreneur and interest for the total capital invested. 
The rate of interest acceptable was not to exceed the average 
effective rate of long-term government bonds.* When the prices 
were calculated in 1938, this rate was 4.5 per cent. These two 
rules had several beneficial effects. Cost-plus-profit prices were no 
longer a means of squeering the treasury. Instead, two forms of 
incentives were built into the calculated prices. Any producer 
whose actual cost was below the “necessary” cost could keep the 
difference. Similarly, a producer who paid less than 4.5 per cent 
for ca^Htal borrowed realized a gain. These factors amounted to an 
incentive for increased efficiency. Yet this was coupled with an 

6. LeonhM'd Miksoh, “Vom Preisstopp zur KostenkcmtroUe,” Wiit- 
■chaftakurre, August, 1839. 

6. Leoidiard Miksch, "Der Zins als Kostenfaktor,” Bank-Arohiv, 
Daoember, 1988. 



14 


QUABTSRLY JOURNAL OF ECONOMICS 


attempt to make producers a party in wa^ and price control. 
Whoever .filled government orders and paid more than the official 
prices and wages had to bear the difference himsdf. This was a 
fairly effective device, introduced in September, 1939, to check the 
circumvention of wage and price controls and integrate the various 
forms of government plarming and direction. 

The limitation of the cost-plus-profit price related to the 
spread of cost between firms in an industry. The government 
fixed a imiform price on the basis of average “necessary” cost in 
the industry. Essential producers with hi^er than average cost 
could receive a subsidy, whereas non-essential producers were 
urged to shift to other products within thdr capacity. Producers 
with less than average cost realized a “differential” profit. With 
the beginning of the war, the Nazis objected to such profits. 
The war economy decree of September 4, 1939, stated the principle 
that nobody should profit from the war. In one of his speeches 
Hitler threatened to behead all war profiteers. The demand 
for skimming off war profits became general, just as laborers were 
made to forego their overtime payments.’ Hence the ground was 
laid for a shift to an overall fixing of total profits realized by firms. 

On the whole, fixing of profit margins through price control 
was fairly successful. Three lessons emerge from this experience. 
First, the policy of permitting necessary price changes while 
stabilizing profit margins severed profits from their close associ- 
ation with variations in prices. Profits ceased to be a product of 
prices. Government policy transformed profits into either a 
standardized income of a base year or a minimum income of 
capital invested. These actions put a floor under the profit margins 
of producers. They also eliminated the risk that price declines 
might reduce or eliminate profit margms. Yet imder conditions 
of full employment the problem of the price commissioner was 
how to prevent producers from crdculating profits as a standard 
percentage of prices. Strangely enough, the price commissioner 
utilized a peculiar tax device for his purposes. The treasury had 
compelled businessmen in 1935 to keep books, on all incoming and 
outgoing transactions. These books provided the evidence as to 
how much turnover tax a firm had to pay to the treasury. Price 
miforcing officers corrsulted these books on transactions. They 

7. “Die AbechApfimg kriegewirtochaftlicher Difierentialgewiiuie,” Bsnk- 
Archiv, November, 1939, p. 626. 
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compared the books of firms, checked upon the actual prices 
chai|;ed, and thereby determined the profit margins recrived by 
sellers. Hence the danger of discovery was great and most of the 
firms accepted the stable profit margins in their price calculations. 
Yet fixing profit margins did not limit the total profits realized by 
producers in a year. It merely determined the profit per imit sold. 
With the beginning of the war the Nazis became concerned over 
the total profits of producers. 

A similar success was scored, secondly, relative to the cost- 
plus-profit prices. The Nazis licked two difiiculties of this method 
of pridng. The standardized cost accounting system, imposed 
upon business in 1937, gave price offices full opportunity to check 
upon the actual costs of productiou. The concept of “necessary 
cost” was based upon actual cost; both enabled the Nazis to 
eliminate the producers’ practice of including simulated cost in 
their prices. Similarly, the “plus profit’’ item was replaced by 
govermnentally calculated profits as a percentage of capital 
invested, instead of the cost of production. Two other difficulties 
remained, however: the spread of costs between producers, and 
differences in the degree of utilizing capital. In averaging the 
“necessiu'y’’ cost of production and granting an average profit on 
capital invested, the Nazis permitted the most efficient producers 
to realize a special profit. Hence it was excess profit, resulting from 
efficiency, not from simulated costs of production, that induced 
many Nazis to attack this method of pricing war materials. 

In the third place, the attempts to equalize the rate of profits 
between fields of investment were widely opposed by businessm^ 
and regarded with misgivings by Nazis. Clearly, comprehensive 
direction of markets and investment by the government had 
stifled the inherent tendency towards equalization of profit rates. 
On the contrary, many a governmental action created or intensified 
disparities in the rate of profits realized by producers. The natural 
thing for the Nazis to do was to make equalization of profits a 
function of the government, but the two methods selected for this 
policy were not quite satisfactory to the Nazis. To be sure, cost 
absorption was e^orced throu^ the imposed cost accounting and 
pricing systems; yet under conditions of rlEong costs the profit 
opportunities declined and at the beginning of the war the Nazis 
were still reluctant to pay the price demanded for cost absorption 
by big business: penetration into the fields of small business and 
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increased profits throng vertical combination. Eqvudly, the Nasis 
administ^ered inter-businees payments successfully through equal- 
ization funds. Biong costs, however, limited the amounts of 
profits available for payments. The Nazis did not conclude that 
equalization was impossible but that better methods must be 
found to pursue the same policy. For they were determined to 
reduce govenunent subsidies by shifting more profits between 
producers. 


The Abob'hve Pbofit Ceiling 

The new policy adopted aimed at a fixing of the total profits 
realized by a firm, which was to be added to the fixing of profit 
margins for individual products sold. The new policy was to avoid 
the excess profits accruing to the most efiScient producers in cost- 
plus pricing, and strengthen the policy of equalizing the rate of 
profits between fields of investment. The new policy was called 
“profit stop”; actually, it introduced a form of ceiling upon yearly 
profits of concerns. 

Ceilings upon total j'early profits were preceded by two new 
theories. One gave the reason, the other tried to justify the govern- 
ment ceiling on total profits. The crucial point, we are told,* in 
price and production policies is the effective direction and reduction 
of demand. Rationing limits the demand for consumers’ goods; 
allocation limits and directs the demand for producers’ goods. 
Government permits introduce a new system of distribution for 
goods: effective demand is determined by permits as well as by 
the income and desires of buyers. Permits reduce total demand 
beyond the limits set by desires and income. In effect, permits 
nullify the impact of excess purchasing power upon demand and 
prices. Hence permits adjust demand to the reduced supply and 
thereby provide the basis for effective price control. Any war, 
however, creates a tendency to increasing costs of production. 
This is the result of various factors: use of substitute materials, 
utilizing less productive workers, assigning orders to less efificient 
plants, producing new kinds of products, and additional overhead 
cost for organizational adjustments. Higher costs of production 
exert pressure upon fixed prices. The price commissioner will be 
called upon to permit rises in prices. The author «q>ected in the 

8. Leonhard Mikscb, “Mark und Markan,” 'Wirteohaftskurve, May, 

1940. 
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spring of 1940 that the rise in cost would be limited; the pressure 
would not constitute a serious threat to the “stable” price level. 
A year later, however, the price commissioner was faced with a 
trmmidous pressure upon prevailing prices and a marked deteri- 
oratimi in the quality of goods. He was searching for a device to 
offset the impact of increasing costs upon prices. 

The second theory gave a new interpretation of the sources of 
profits. It distinguished between two kinds of profits according to 
thrir ori^.' Profit of superior performance (Lristungsgewinn) 
results from great efQciency of enterprises. Differential profit 
(Differentialgewinn), however, is the product of successful specu- 
lation, advantages of location or transportation, wage differentials, 
or monopolistic agreements among producers. These two kinds 
of profits are not of equal significance in the ecmomy. Profits of 
superior performance are justified, because they spring from 
managerial ability, organizational improvements, and technological 
advances. These achievements should receive compensation in the 
form of reasonable profits; but the same cannot be said for differ^ 
ential profits, because owners reap products in an area which they 
have never cultivated. Hence differential profits should either be 
paid to the treasury or be utilized in plants for essential investments 
which have no profit expectations. This profit theory, in effect, 
suggests that only managerial ability and plant efiSciency should 
furnish a justification for profits, not invested capital in its mani- 
fold forms. 

The price commissioner did not quite follow this theory when 
he issued his “profit stop” decree in March, 1941. He distinguished 
between permissible and excessive profits. The latter had to be 
surrendered. Permissible profits had to be equal to the profits of a 
normal year prior to the war. For industrial concerns permissible 
profit was influenced also by turnover. If capital was turned over 
once a year, the permissible profit before taxes should not exceed 

4.5 per cent of the captal employed. To this could be added 1.6 to 

3.5 per cent as a risk premium and 1 to 2.5 per cent as a wage for 
entrepreneurs.* Although larger industrialists were ^ven a chance 
to negotiate their permissible profit with the price coimnissioner, 
his intention was to set a cdling upon the rate of profits and thereby 

9. Ludwig PreUer, “Difierentialgewinn,’' Soriale Praxis, 1941, p. 91 ff. 

1. For details see Ernest Doblin, “The German 'Profit Stop’ of 1941,** 
Social Besearch, September, 1942. 



18 


qOASTSRLY JOURNAL OF SCONOMICS 


limit the total amount of profits available to owneiB. A cdling 
upon profits was not an end in itself, however; it was utilised as a 
means of easing the pressure upon fixed prices^ and reducing the 
volume of government subsidies. Producers had to pay the excess 
profits of 1940 as a tax to the price commissioner, but excess profits 
of 1941 had to be translated into lower prices. 

The profit ceiling policy failed. The price cormnissioner, an 
old Oavldter of the party, fell in disgrace and was dismissed by 
Ifitler. Three repercussions comlnned to cause his downfall. 
Administratively, the new method of regulating profits involved 
extensive red tape. Firms had to (a) compute thtir profits accord- 
ing to the new formulae, (b) calculate their prices anew, (c) 
recompute their taxes for 1940, and (d) file a return on profits and 
prices with the conunissioner six months after the end of the 
business year. This additional administrative burden came at a 
time when office help was hard to get. Economically, the compu- 
tation of permissible profits as a percentage of capital invested 
dominated the link between output and profits. The volume of 
goods produced, in spite of the reference to the turnover of capital, 
was no Icmger closely connected with the total profits obtainable. 
Hence producers lost interest in speed of production, lowering of 
cost, and efficient organization of plants.* They could secure their 
“permistible” profit by less than exceptional efforts. Hence the 
profit cdling reduced the effectiveness of the profit stimulus. 
The price commissioner, in his economic nalvetd, had sinned 
against one major tenet of the Nazi economy; to get the hipest 
total output from the available resources. Politically, the price 
commissioner had incurred the oppotition of other party leaders. 
He began to collect quasi-taxes, gave directives to government 
agencies placing orders, and tried to establish the requirements of 
price fiting as the superior goal of the economy. Some Nazi top 
leaders therefore supported the opposition of big bumness against 
the price commissimier. By obtaining the political support of some 
powerful Nazis, big bumness was able to get the policy of profit 

2. In March of 1941, when the “pn^ stop” decree was issued, not less 
thtm 3,975 shopkeepers in Beilin were convicted for violating the price regu- 
latioiis. Gf. H. W. Singer, “The German War Economy in the light of 
Economic Periodicals,” Economic Journal, 1942, p. 26. 

3. Some periodicals conqilained of a recUess inflation of cost. See 
Sincer, ibid., p. 28. 
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oeOing removed. The pnoe commismimer was dismiseed.* The 
prc^t stimulus was restored: the Nazis recognized it as the most 
effective inducement to maximum armament production. 

Pbofit Incbntives in Price Control 

Dr. Fischboeck now became price commissioner. He was a 
former Austrian banker and cartel man, who was well-known to the 
German steel industrialists. The new commissioner acted deci- 
tively: price control was overhauled; profit taxation was severed 
from price control and transferred to the treasury. 

The new excess profit tax cannot stand comparison with the 
corresponding tax in the United States. Tax base, rate, exemptions 
and deductions of the tax of April, 1942, were aU favorable for 
producers. Concerns with net income of less than 30,000 marks 
were exempted. Thit, limited the tax to 30,000 of about 290,000 
firms. “Excess profits” were defined as earnings exceeding 50 per 
cent of the profits in 1938 (or the average of 1936-38). The 
tax rate was 25 per cent for private firms and 30 per cent for corpo- 
rations. Not all the taxable profits, however, had to be paid to the 
treasury. Deductions were granted to firms who invested portions 
of the tax in desirable projects, reduced prices, or spent it for 
experimental work. Although the generous exemption and base 
were reduced somewhat in 1943, it is imlikely that the excess 
profit tax netted the treasury substantial revenue. 

The overhauling of price control did away with the idea of 
price stability. The new goal of the price law of 1942 was to 
facilitate the production of essential materials. Hence three new 
principles were introduced into price control. Multiple prices 
for the same product sought to overcome the spread of cost among 
producers; prices were permitted to rise with increaang cost; 
incentives were built into the system of fixed prices so as to increase 
producticm. 

The B 3 rstaax of multiple prices, introduced in 1942, was 
limited to armament products. It replaced the cost-plus-profit 
prices, because the comprehensive cost studies were -said to be 
too cumbersome. Multiple prices were based up<m different levels 
of efficiency in an industry. This notion grew out of the experience 

4. The eclipse of Price Commissioner Wagner coincided with the rise of 
Gauleiter Sauckel, who took over effective control of the labor market with 
the help of the Labor Front. 
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of cost prices. Already the profit stop decree had auth^Mised the 
price coDunisBioaer to allow hi^er “permissible” profits, if they 
were a result of efficient management; but this permission remained 
on paper, because firms were not then classified into efficiency 
groups. Such groupings of firms came with the price law of 1942. 
Gradually five different price groups were set up, which covered in 
1943 about 70 per cent of all armament products. Prices were 
fixed by government agencies, not negotiated with firms. Produc- 
ers, however, could elect their price group. The choice, of course, 
was influenced by two kinds of government action: inducements 
and punitive cost investigations. When firms selected the lowest 
price, they were relieved from the excess profit tax. A specific 
profit incentive for efficient producers was thus built into the 
system of multiple prices. When firms refused to elect a low price, 
government inspectors checked plants, discovered sources of waste, 
and caused appreciable reduction in cost. The result was a tend- 
ency for producers to shift to the lowest possible price group. 

Multiple prices enabled the government to achieve two goals. 
In shifting from average cost to multiple efficiency prices, the 
government was able to reduce the prices for war materials pur- 
chased. The lower prices of the most efficient firms, however, 
shifted a portion of the “differential profits” from the producers to 
the government. Moreover, firms with high prices invited govern- 
ment inspection and subsequent cost reduction. Hence fixed 
multiple prices facilitated the drive for “rationalization” of less 
efficient firms, and thereby contributed to the paramount goal of 
maximizing armament production. 

In the field of civilian products, however, prices continued to 
be based upon extensive cost studies. A trend towards an increas- 
ing variation in cost between firms was discovered. This produced 
changes in permitted prices. When costs had increased, the price 
commisrioner allowed a rise in prices. When cost had been reduced 
through “rationalization,” the commissioner ordered a lowering of 
prices. His aim was to offset the rise by an imposed decline in other 
prices and thereby nullify the net impact of price changes upon the 
price levd.® Cartels and groups were ordered early in 1943 to pre- 

6. This policy was accompanied by standardization of products, ahich 
were required to have the same quality. Cf. “Umschau,” Frankfurter Zeitung, 
October 10, 1942. Freezing of quality standards was limited to a few industries, 
however, and lower qualities of civUian goods became the general practice in 
the last years. 
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sent proposals for price reductions. The commissioner’s order to 
reduce prices of individual firms was widely publicized. Piece 
rates of wages were cut in 1943 by government order; the reduced 
wage cost had to be reflected fully in lower prices. Yet all these 
efforts did not keep the price level stable. Even the official cost-of- 
living index rose diuing the war by 14 per cent.® Prices of clothes 
increased by 38 per cent in the official index. In spite of all puni- 
tive and propagandistic actions of party and government, people 
increasingly lost confidence in the value of money as prices rose. 

The partial rise in civilian prices induced the government to 
grant more premiums to producers. Payments were given pri- 
marily to farmers, and were usually made dependent upon some 
additional actions of producers: to cut down their self-consumption 
and ddiver more to the regular channels of the market, or to 
produce more goods of a specific kind on the available acreage. 
These specific premiums were accompanied by general premiums 
only if adverse weather affected all producers alike. The payments 
led to a rapidly rising rate of government subsidies, and a remark- 
able discrepancy between producer and consumer prices in food, 
coal and steel. The result was a peculiar kind of dual price system 
in the field of civilian products. The multiple prices in the military 
and the dual prices in the civilian sectors exerted a different influ- 
ence upon the price level. In the military field, the government 
was the sole purchaser and effective cost inspector. It had complete 
control over demand and supply of the products and could compel 
producers to sell at the lowest price. In the civilian field, however, 
there were many producers and consumers. Inspection and reduc- 
tion of cost was here a slow process. Consumers wanted goods 
and adopted the well-known attitude of considering the price 
commissioner as their enemy. Gradually, neither supply nor de- 
mand of civilian raw materials and products could be fully con- 
trolled by the govenunent. Hence, even before military defeat, 
price control failed partially in the civilian sector of the economy. 

Two factors were responsible for the partial failure of price 
fixing. On the one hand, the supply of civilian products and related 
raw materials declined rapidly on account of the loss of the empire 
and increasing air attacks. On the other hand, the Nazis reestab- 
lished the connection between prices, volume of production, and 

6. H. W. Singer, "Becent Conditions in Germany,” London and Cam- 
bridge Economic Service, October, 1944. 
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the profit stimulus. Profits of esseutial producera ceased to be the 
absorber of increasing cost.’' Additional items of cost led either to 
hi^er prices or to rising government subsidies. Similarly, a larger 
volume of products and lower “overhead” or subsidies cau^ a rise 
in yearly profits. For in the period of total mobilisation, when 
maximiidng of essential production was imperative, the Nasis 
acknowledged by their actions that the traditional or special 
profit stimuli had proved to be a stronger inducement to managerial 
efficiency than all Nazi violence and ideals.* 

How did recognition of the profit stimulus affect price control? 
When the price commissioner permitted a rise in some prices, many 
producers clamored for the return to “the free price mechanism.” 
Even the Frankfurter Zeitung campaigned for a general rise in food 
prices in the last days of its existence. But the, price conunissioner 
rejected firmly the demand for a general price rise, and insisted 
that higher prices would merely transfer the excess purchasing 
power from the buyers to the seOers. The transfer itself would not 
increase production; it would certainly produce a general price 
inflation. The subsequent actions of the commissioner and other 
agencies were able to head off a general price inflation. 

The Nazis had to face a peculiar form of inflation. For many 
Nazis and their economists, inflation was exclusively a price 
problem. Regulate all markets, fix all prices, then — they believed 
— inflation cannot occur. Consequently, they decided to leave the 
traditional income structure undisturbed. The formation of excess 
purchasing power and monetized capital can be avoided through 
government borrowing. The Nazis ridiculed all proposals for 
compulsory savings, and deliberately decided to leave the act of 
saving imcontrolled. The demand for a special tax upon saving 
accounts was rejected. Instead, many inducements were offered 
to increase savings, like the “iron savings” plan and tire invitation 
to deposit depreciation accoimts with the government. These 
schemes offered reduced tax obligations for increased savings, but 
their success was very limited.* The schemes failed to absorb all 

7. The squeeze upon the trader’s margins, however, was greatly intensi- 
fied during the last two years of the regime. Cf. “KostenkontroUe im Gross- 
handel,” Frankfurter Zeitung, September, 12, 1942. 

8. The same treatment was refused to laborers and small but non- 
essential firms; they felt the fuU force of the increasing Nazi violence. Cf. 
H. Grimpe, “Der unentbehrlufiie SQeinbetrieb," Die Deutsche VoUawirt- 
Bchaft, 1944, p. 696. 

9. Otto Nathan, The Nazi Economic System, Durham, 1946, pp. 297 ff. 
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exoeas purcluuaing power, nor did they divert all monetized oaptal 
to the treasury. Hence inflation developed in spte of the exten- 
sive r^ulation of the capital and money markets. 

The quantity of money in circulation increased greatly. 
Excessive borrowing by the govenunent destroyed the confidence 
of many in the stability of the banking system. In spite of many 
official threats, people began to hoard notes.* Many firms invested 
thdr funds in liquid assets. This prevented the banks from absorb- 
ing all government bonds. The treasury was compelled to incur a 
rapidly rising short-term debt. Hence distrust in the value of 
mcmey and government bonds and a change in war finance was 
caused by the “purely monetary” inflation. Excess purchasing 
power and liquid assets gradually undermined the monetary 
system, which began to ffisintegrate even b^ore the military 
defeat of the Nazis. 

At first the governmental price fixing neutralized the price 
structure against inflationary pressure, but the uncontrolled funds 
caused a special price inflation in securities from 1940 to 1942. 
After some hesitation, the stock markets were extensively regulated 
like all other markets. Speculation in real estate led to a gmeral 
prohibition of changes in ownership, except when agriculturally 
beneficial. In spite of the heavy penalties, barter trade gained in 
significance. The inflationary pressures proved stronger than the 
market and price controls of the Nazis. Barter trade established a 
new market that was beyond the official controls. In 1944 the 
Nazis realized that they could not suppress barter trade and 
recognized some forms of such trade, but they fixed the values of 
goods exchanged. Premium payments were increasingly paid in 
kind: whoever delivered more milk could receive higher feed 
rations. Barter exchanges were established for equipment, tools, 
and also for consumer goods.^ But control of barter trade was 
unsuccessful; and barter proved that the controlled price structure 
could not be immunized against inflation. When the Nazi power 
crumbled, barter trade superseded regulated marketing, and the 
controlled price structure disintegrated. 

1. See the speech of Funk on “Sparen im Eriege,” Frankfurter Zeitung, 
June 20, 1043. 

2. "Neue Fonnen dee Warentauschee,’’ Berliner Boeisen-Zeitung, 
August 13, 1044. 
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COKCLTTSIONB 

Under conditions of central economic planning, determination 
of profits became the function of government. Similariy, the 
Natis determined the uses to which these profile were put. In 
both respects, however, the Nazis failed partially. A ceiling on 
yearly profits failed becatise the Nazis were compelled to retain 
the profit stimulus as an inducement to owners for hi^ efiiciency 
and maximum output of essential goods. Effective control over 
investment or consumption of capital failed in part because the 
act of saving was not controlled. “Free” savings and lack of 
effective control of disinvestment of capital caused excessive 
purchasing power and monetized capital, in spite of extensive 
control of money and capital markets, in spite of price fixing and 
govenunental allocation of agents of production. In consequence, 
the Nazis could not achieve full coordination of profits with central 
economic planning. 

The lack of coordination involved two drawbacks — for 
economic planning. On the one hand, the volume of property 
income (e.g. yearly profits) could not be known and determined 
in advance. This was responsible for the “purely monetary 
inflation.” Actually, it caused the price boom in securities and 
contributed to the loss of confidence in the banking system. On 
the other hand, the opportunity for rising yearly profits contributed 
to a govemmentally permitted rise in prices. Hence price and 
money controls suffered from the lack of coordination between 
profits and economic planning. 

One has to realize, however, that these setbacks were just 
temporary defects which could have been overcome in the absence 
of military defeat. Improvements in excess profit taxation could 
have reduced the dangers springing from the uncontrolled por- 
tion of yearly profits. Extensdon of multiple prices to civilian 
goods could have reduced the impact of imcontrolled profits upon 
the price structure. Continued property transfer in conquered 
lands to nazified concerns would have absorbed much of the mon- 
etized capital. Improved methods of borrowing and some new 
forms of compulsory saving would have neutralized much of the 
excessive purchasing power, at least as long as the rations of 1940- 
42 prevailed. None of these improvements could be attained in 
the period of defeat. 

Two inferences can safely be drawn from the Nazi planning 
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e3q)erienoe. Central planning and private profits developed as 
the two t3^ical features of modem state capitalism.* There is no 
reason to expect that one will absorb the other, for in the frame- 
work of such an economy they can be made compatible; but 
there will always be practical difficulties in adjusting the recog- 
nized profit stimulus and total profits to the requirements of cen- 
tral planning. Such difficulties can be overcome without endan- 
gering central planning as long as the ruling party or army is in 
command of the state and not threatened by defeat. 

Abthub Schweitzeb. 


Univebsitt of Wyoming 

3. State socialiflm does not face the same problem. In dictatorial state 
socialism, private ownership in the means of production is eliminated and 
with it the profit system. Adequate incentives for workers and managers is 
the problem that remains to be solved. Democratic state socialism retains 
private ownership, even in nationalized industries, but the owners are reduced 
to rentiers. The connection of their income with the volume of production and 
efficiency of management has been severed. Hence in neither system is there, 
in principle, a need to adjust profits to the lequirements of planning. 
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The purpose of this article is to present the measures of 
certain fundamental interrelationships between the wage rates 
paid, profits derived, and the prices received by all the various 
branches of the American economy during the last normal prewar 
year, 1939. 

The exposition of the actual numerical result of the study is 
preceded by a short presentation of the simple — some readers 
may find it all too simple — theoretical backgroimd of the analysis. 
General conunents indicating the principal limitations of the 
theoretical scheme selected and pointing out the probable nature 
of bias thus introduced in the numerical findings follow at the end. 

The cost-price relationship within a separate industry as con- 
ditioned by its technical structure constitutes the factual basis of 
the whole analysis. Let Pi, Pt, P», . . . , P<, . . . , P* be the prices 
of the products of the m separate industries, and a,i, 
dim, the technical input coefficients showing the amounts of product 
of industry 1, industry S, and so on used in production of com- 
modity i, i.e., the physical amoimts of these different kinds of 
goods absorbed by industry i per xmit of its own output. The 
output of an industry, as referred to in all the following discussion, 
is defined with exclusion of the products consumed by the same 
industry in which they have been produced. Thus 

Bs. ..s=o*«,»0 by definition. 

The quantitative relationship between the price Pi of the 
product of any industry i and the prices of the products of all the 
other m— 1 industries used by it can be described as follow: 

ae 
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(lo) aftPi4’<*»P»+<*»P»+ • « • (i «= 1, 2, 3, . . . m) 

This equation also represents a definition of Bt, which is the 
difference between the price of the commodity produced by the 
particular industry and that part of its unit costs which consists of 
payments for materials and services, in short, for all kinds of 
products purchased from the other industries. In other words, 
Bl can be thought of as the “value added” originated in industry i 
per unit of its product. An accountant would recognize in the above 
equations the familiar unit cost and profit computations used to 
determine the appropriate price for, say, a next year’s model of a 
Plymouth four-door sedan. One equation of this type can be set 
up for each of the m industries comprised in our economic system. 
Considering, now, the technical coefficients — all the small a’s — 
as known, we arrive at a system of m linear equations with 2m 
yet unknown variables: the m prices. Pi, P», . . , Pm and the m 
values added, Ri, Bt, R», . . . Rm- 

After having assigned some definite numerical magnitudes to 
any m of these 2m variables, we can solve the ^stem (la) for the 
remaining m variables. A price-fixing authority, for example, 
could calculate the combined amount of wages and profits which 
each of the m separate industries would derive per unit of its 
output on the basis of any particular set of prescribed m prices. 
On the other hand, having first decided on the amounts of com- 
bined wage and profit income which each of the m industries should 
be able to earn per unit of its output, the same authority could, 
on the basis of pven technical relationships, determine the one 
and only system of prices which would have to be established in 
order to make the attainment of this particular income allocation 
posfflble. As a matter of fact, having arbitrarily fixed any k prices 
and m-k vfdues added, it is possible to solve our 2m equations for 
the remaining k-m prices and k values added. 

The actual solution of system (la) for all the m prices in terms 
of the similar number of all the values added can be written down 
in the form of m equations — one for each of the unknown prices: 

4 

(2a) . . . +Aifii + . . . 

(♦■»1,2, 3,...m) 

Each one of the capital A’s depends in its magnitude on all the 
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small a’s, i.e., it Is a function of the technical structure of all the 
m industries.^ 

shows the relationship between the price Pj and the value 
added, Bj, derived by industry k per imit of its output. Should Bj, 
for example, be increased by one dollar, that is, should the com- 
bined wages and profits earned in industry k per unit of its product 
be increased by one dollar (while the B’s, that is, wages and 
profits, in all otiier industries remain the same as before) the price 
Pi of the product of industry i will go up by Am dollars.* 

To introduce into our system the wage rate, i.e., the price of 
labor P« explicitly, it is only necessary to split the value added 
Bf of each industry into its two component parts, which in this 
instance are the wages Wi and the non-wage income or, for short, 
profits Wi. The wage costs per unit of output can, furthermore, be 
represented as the wage rate P„ multiplied by the labor input 
coefficients a,»; this coefficient, in analogy with the other technical 
coefficients, represents the amoimt of direct labor hired and used by 
industry i per unit of its output. Thus 
1. If D represents the determinant 


1 
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while Dnn stands for the algebraic complement (mmor) of the element --Ofm. 
and Dnn'hi for the complement of the two elements — aw« and —aw, then 


Aki 


Dfm»ki 

Dim 


2. Comparing the meaning of Aw as a measure of dependence between 
the price of commodity i and the income derived by industry k with its signifi- 
cance as a coefficient showing the effect of a change in the ''final demand’' for 
commodity k upon the physical output of industry t, we observe the notable 
parallelism existing between the price variation and ph 3 r 8 ical changes as seen 
from the point of view of the econmnio aystem as a whole. The latter aspect of 
the problem has been discussed in tarn articles published in this Joubnal, 
Fehruaiy, 1944 and February, 
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(3a) Ri^Wi+vi^OinPn^^i (i«l, 2, 3, • • • m) 

Substituting each of these m relationships in the corresponding 
equations of system (2a) we arrive at a new set of equations: 

(4a) Pi^iAii(lin^A^(l 2 n 

-4i,*Ti+4«ira+ • • • +Amiif‘m (i*=l}2, 3, • • • tn) 

Each of these equations describes the price of one commodity as 
depending upon the wage rate Pn paid in all industries and the 
profit rates in, irj, • • • , 7r« earned by each one of them. The 
expression in parenthesis shows by how much the particular price 
Pi would go up (or down) for every dollar added to (or subtracted 
from) the wage rate P^ this on the assumption that the profits 
earned per unit of output in all the industries remain the same as 
before. 

These and other similar formulae enable us to determine the 
total price effect of all possible combinations of separate and 
simultaneous changes in wage and profit rates of various industries. 

If tot BOCDie reason it were desirable to disregard in our analysis 
one particular- link in the chain of cost-price relationships, this can 
be done by solving system (la) for a different set of independent 
variables and omitting one of the equations. For example, if it is 
assumed — as it might very well be, from a short-run point of 
view — that a change in the replacement costs of industrial machin- 
ery would be ‘‘absorbed” by the machinery-using industries, rather 
than “passed forward” by means of corresponding adjustment in 
the prices of finished products, this assumption can be taken care 
of by cyjhifting the price of machinery, let it be Pa, from the set of 
dependenv" into that of the independent variables. The group of 
m independent variables will consist now of the nirl other prices 
and one of the values added, say the value added in the machin- 
ery industry, The price of machinery occupies now, in the 
solutions of our equations, a position similar to that of the wage 
rate, P«, in (4a). If by any chance — and this is frequently the 
real reason for wanting to disregard these particular elements of 
the system — the input coefficients describing the amounts of 
equipment required by various industries for purposes ‘of replace- 
ment are unknown, a relationship of the type described by system 
(2a) can still be established: 

(2b) Z«Ss+ • • • + AuRi"^ . . . AmiRm 

(i«l,3,4,. .. ,m) 
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Here the replacement expenditures on machinery auPi, OaaPs, • • • i 
dfiaJPm ore considered to be a part of the redefined values added 

S^i, S», • • • , Sm of the respective industries: 

(3b) l^i^^OiiPi+ainPn+n (i“l, 3, 4, • • • , m) 


The price of machinery, as such, Pa is eliminated from the set of 
variables; so is Pa, the value added in the machinery industry. 
At the same time, the equation describing the cost-price relation- 
ship within the machinery industry — the equation which would 
have contained Pa — is left out of consideration. Thus system (3b) 
includes w-1 equations and 2w-2 variables, of which m-1 are prices 
and m-1 the redefined values added. 

The new short-circuited theoretical description of our eco- 
nomic system takes, as compared with the complete description 
(2a), a greater number of elements for granted. Thus it is able to 
explain a smaller number of dependent variables At the same time, 
it offers the practical advantage of requiring for purposes of actual 
computations a smaller amount of empirical informatuon than the 
more comprehensive system (2a). 

Once a set of price changes has been computed, it can also be 
expressed in terms of an index number. Let, for example, 

APi, AP 2 , • • • , AP«, be a particular set of price changes computed 
on the assumption of a general 10 per cent wage rise. K Pi®, Pa®, 

• • • , P,»® represent the prices of the base period and a»i, a„ 2 , 

• • • Gntn the fractions of the average consumer’s dollar spent during 
this base period on commodity 1, commodity 2, and so on — 
then the weighted average 


(5) 



AP 2 





0>nm 


will give the price index describing the corresponding change in the 
average cost of living. 


II 

The numerical measures of quantitative interdependence 
between prices, wages and profits shown in the tables and graphs 
below are computed on the bases of technical relationships charac- 
teristic of the Americdii economic system of the last normal pre- 
war year, 1939. The technical input coefficients used in these calcu- 
lations are derived from a large input-output chart showing the 
flow of commodities and services between all branches of produo- 
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tion, transportation, distribution and consumption. The chart itself 
has been reproduced in a pfevious article.* 

In setting up the banc equations sdl the expenditures on dur- 
able equipment, all purchases for purposes of inventory accumula- 
tion, as well as tax payments, were treated as part of the values 
added of the respective industries, that is the indirect price effects 
operating through induced changes in these particular cost items 
have been neglected. For more or less accidental reasons of compu- 
tational convenience, payments for imported commodities and 
services have been treated in a similar way. The loose connection 
which exists between the import and export prices could be used 
to rationalize this procedure; furthermore, foreign trade plays a 
relatively minor part in the American economy, so that a different 
theoretical treatment of export and import prices would introduce a 
hardly noticeable change in the numerical results of the following 
computation. 

Table I shows in Coliunn 1 the value of output of the separate 
goods and services. As stated above, the products sold and con- 
sumed within the same industry are excluded from these totals. 
The other columns show the composition of values added in 
various industries, as used in our computations. 

The final results of the quantitative analysis are presented in 
Table II. Column 1 shows by how many per cent the price of 
each kind of goods and services would have increased (or fallen) if 
the wage rates in aU industries were raised (or reduced) by 10 per 
cent — while non-wage incomes as well as all the other components 
of the values added in all the industries had remained the same 
as before. Each figure entered in the next column shows the 
(smaller) price changes which would result, were the wage rates 
increased by 10 per cent only in the industry immediately engaged 
in producing the particular commodity; the wage in all other 
industries remaining the same as before. These figures show, in 
other words, what might be called the direct effects of the wage 
rise in one particular industry on the price of its own output. The 

3. “Exports, Imports, Domestic Output and Employment,” this Joubnai,, 
February, 1946. A detailed explanation of the individual cU^ifications used 
in the construction of all our tables is contained in the appendix to that article. 
The following minor changes in this classification have been made, however, 
for the purposes of the present computation: munitions are included in Chemi- 
cals and not in Metal Fabricating; Restaurants are taken from Unallocated, 
and clsBsed with Trade. 
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6,832 

4,764 

1,113 

2,573 

3,377 

1,102 

918 

6,693 

1,471 

3,259 

3,372 

555 

9^ 

4,494 

6,857 

11,778 

13,886 

5,734 

Imports 

8 

337 

824 

22 

10 

18 

331 

63 

72 

161 

259 

381 

196 

61 

0 

284 

0 

0 

92 

Taxes 

7 

512 

1,583 

108 

302 

350 

95 

74 

1,766 

185 

233 

177 

59 

65 

90 

854 

1,014 

2,122 

1,166 

Addition 
to Stocks 
and 

Inventories 

6 


! 

Expenditures 
on Capital 
Goods 

5 

954 

154 

71 

126 

139 

19 

34 

1,058 

44 

140 

134 

18 

14 

268 

1,102 

372 

1,148 

2,026 

Total 
Income => 
Cols. 2+3 

4 

5,029 

2,179 

883 

2,128 

2,834 

616 

730 

3,771 

1,048 

2,614 

2,647 

282 

786 

4,136 

4,617 

10,392 

10,616 

2,450 

Non- 

Wage 

Incomes 

3 

3,927 

653 

127 

553 

439 

198 

167 

1,175 

401 

396 

318 

53 

153 

353 

1,219 

3,153 

6,668 

871. 

Wages 

and 

Salaries 

2 

1,102 

1,526 

756 

1,575 

2,395 

418 

563 

2,596 

647 

2,218 

2,329 

229 

633 

3,783 

3,398 

7,239 

3,948 

1,579 

Total 
Value of 
Product 

1 

o CO" c* 50 »-r csT o «r CO i-T o" t*" o od' cj 

rH »-4 »-l »H N rH CS 

Industry 

1. Agriculture and Fishing 

2. Food Processing 

8. Ferrous Metals 

4. Motor Vehicles, Industrial and Heat- 

ing Equipment 

5. Metal Fabricating 

6. Nonferrous Metals and Products 

7* Stone, Clay and Glass Products 

8. Fuel and Power 

9. Chemicals (and Munitions) 

10. Lumber, Paper, Printing, Publishing. . 

11. Textiles and Leather 

12. Rubber 

13. All Other Manufacturing 

14. Construction 

15. Transportation 

16. Trade and Restaurants 

18. Business and (Ik>nsumer Services 

21. All Other Goods and Services 





TABLE II 

Price Changes Resulting from Assumed 10 Per Cent Increases in Wage Rates and Non-Wage Incomes, 
Computed on the Basis of Structural Relationships Prevailing in the American Economy of the Year 1939 

Unit: One Per Cent 
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differences between these figures and the corresponding entries 
in Column 1 measure the indirect effects, on the price of the prod- 
ucts of the industry concerned, of a 10 per cent wage rise in all the 
other industries. The indirect effects are those transmitted throu^ 
increased costs of materials and supplies purchased from other 
industries. 

Columns 3 and 4 in Table II show the total and the direct 
effects of a hypothetical 10 per cent increase in profits, interest and 
other types of non-wage income, computed on the assumption 
that wages as well as the other four components of the values 
added in all the industries remain constant. The differences 
between these two parallel sets of figures obviously measure the 
indirect dependence of the unit cost of production of each industry 
upon profits and other non-wage incomes included in the prices of 
output of all the other industries. Figures 1 and 2 facilitate 
comparison of the different kinds of price effects presented in 
Table II. 

Lack of space makes it impracticable to tabulate the magni- 
tudes of all the partial relationships between the price of every 
commodity, on the one hand, and the wage and non-wage incomes 
earned in each one of many industries, on the other. As a practi- 
cally important example of this type of dependence, the computed 
price effects of a 10 per cent increase in total (wage and non-wage) 
income derived by Agriculture per unit of its output are listed in 
Column 5 of Table II, and also represented graphically in Figure 3. 
In this connection it should be observed that the distinction 
between the wage and the non-wage income in Agriculture does 
not coincide'with the division between labor and non-labor income 
as it does in most other industries. 

The last right-hand bar in each of the three graphs represents 
the average of the separate price changes shown in the same dia- 
gram. With all separate price changes weighted in proportion to 
the fractions of the consumer’s dollar spent in the year 1939 on each 
kind of commodity, one of these averages shows that a 10 per cent 
increase in the wages paid by all industries per unit of their respec- 
tive products would raise the cost of living by 3.7 per cent, the 
other indicates that a proportionally similar increase in non-wage 
earnings would reduce the purchasing power of the consumer’s 
dollar by 2.6 per cent, and liie last one means that a 10 per cent 



Fig. I. Price Changes Resulting fiom an Assumed 10 Per Cent Rise in Wage 
Rates Computed on the Basis of Structural Relationships Prevailing in the 
American Economy of the Year I93Q 
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Fig. 2 Price Changes Resulting from an Assumed 10 Per Cent Rise in Profits and 
Other Non-Wage Incomes Computed on the Basis of Structured Relation- 
ships Prevailing in the American Economy of the Year 1939 
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increase in all agricultural incomes derived per unit of farm 
products would have added to the cost of living 0.7 per cent. 

Since, as has been pointed out above, the distinction between 
wage and non-wage income in Agriculture has a very special 
meaning, the first two averages have also been computed with 
exclusion of products of Agriculture and of the Food Processing 
industries. The non-agricultural component of the cost-of-living 
index (taken separately) indicates a 3.8 per cent rise in conse- 
quence of a 10 per cent wage increase, and 2.4 per cent are added 
to it as a result of a general 10 per cent increase in all non-wage 
incomes. As should be expected, the exclusion of agricultural prices 
makes the cost-of-living index more sensitive to wage changes and 
ess dependent upon variations in non-wage incomes.^ 

Ji wage and non-wage incomes constituted the only compo- 
nents of all the values added, as used in these price computa- 
tions, a simultaneous and proportionally equal increase in both 
types at earnings would naturally raise, under our assumption, 
the costs of living in the same ratio. The assum,ed constancy of 
the depreciation costs, of the tax burden, as well as all the other 
non-income elements of the values added, is responsible for the 
fact that the assumed increases of wage and of non-wage incomes 
add in their combined effect 6.3, rather than 10 per cent, to the 
average costs of living. 


Ill 

The assumption of fixed technical coefficients, which con- 
stitutes the basis of the foregoing empirical analysis, can be 
questioned from the point of view of general theory of production. 
Insofar as the proportions in which the separate factors can be 

4. In computation of the changes in the costs of living, all consumers* 
expenses, including those which like the tax burden are assumed to be constant 
per unit of output, are included in the respective averages. If only those 
consumers’ expenses were taken into consideration which are allowed accord- 
ing to our assumptions to change, the computed increases in the cost of living 
would obviously be larger: 4.1 per cent for the result of a 10 per cent increase 
in wages and 2.9 per cent for the corresponding increase in the non-wage 
income. A 10 per cent rise in agricultural moome would increase the variable 
part of the cort of living by 0.72 per cent, which can be compared with the 
0.65 per cent increase in the total index (in the text the latter figure has been 
rounded out to 0.7 per cent). Applying the same argument to the non-agri- 
cultural component of the cost-of-living index, i.e. excluding from it the tax 
payments and other such items, we raise the 3.8 per cent to 4.4 per cent and 
the 2.4 per cent to 2.8 per cent. 
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combined within the same production function (i.e., at any ^ven 
state of engineering information) are variable, these proportions 
will most probably vary with every change in their relative prices. 
This theoretical proposition so clearly stated by Pareto in his 
criticism of Walrasian fixed coefficients of production is beyond 
dispute. It is, however, not the fundamental validity of the prin- 
ciple of substitution but its quantitative significance which is 
important from the point of view of empirical analysis. The smaller 
the variation in production coefficients induced by any given range 
of changes in factor prices, the smaller obviously will be the 
empirical error introduced in our computations by the assumption 
of invariable input ratios. Lack of detailed statistical data cover- 
ing sufficiently wide sectors of the national economy makes it 
impossible to determine the actual magnitude of errors introduced 
in our quantitative findinp. An indirect test presented elsewhere* 
seems to indicate that, within the range of price changes which 
actually have taken place between 1929 and 1939, these errors lie 
within relatively narrow limits. So far as the direction of these 
errors is concerned, on general theoretical grounds one can state 
that neglecting the principle of substitution we arrived at com- 
puted price changes somewhat in excess of those which actually 
would have resulted from the assumed income variations. 

For purposes of prognostication the possibility of large spon- 
taneous changes in the magnitude of technical input coefficients 
would, of course, be as damaging as any secondary change of 
comparable magnitude induced through price variations. Here 
again the indirect test referred to above seems to justify expecta- 
tion of a considerable degree of stability in the general pattern of 
price relationships. The results of a more detailed statistical 
investigation into the nature of technological changes since 1919 
will be presently available. Without conclusive factual evidence, 
the reader’s judgment on this controversial problem is certainly 
as good as the author’s, and for obvious reasons it might even be 
less prejudiced. 

Wassilt Liontibf. 

Habvabd UNivBBarrT 

5. See the first of the two articles referred to in footnote 2, p. 28. 



SAVINGS IN A STATE 
WITH A STATIONARY POPULATION^ 

SUMMARY 

I. Introduction: the problem, 40; France a good test case, 41; use of 
terms, 42. — II. Methods used in computing growth of savings, 43. — Com- 
parative aspects, 43. — III. Growth of savings: France, 44; Germany, 46; 
Great Britain, 48. — IV. The French reputation for thrift, 60. — Reasons 
for lower savings in France: distribution of income, 61; reinvestment in 
business, 54; age distribution, 55. — V. Savings and foreign investments: 
France, 58; Great Britain, 60; Germany, 61. — Conclusions, 61. — 
Appendix, 63. 


I. Introduction 

During the period from 1871 to 1911, a period of rdative 
normalcy in Western Europe, France saved on the aver^ aroimd 
10 per cent of her national income, while England and Germany 
saved, respectively, 12-15 and 15-20 per cent of their national 
incomes. It is also estimated that during the same period Franck 
placed approximately half of her savings abroad, En^and about 
one-fourth, and Germany only around 10 per cent. These phenom- 
ena were accompanied by various population trends in the three 
countries. During the four decades imder discussion, Germany and 
En^and experienced rapid substantial growth of population, while 
France remained almost stationary (Table I). 

Since all Western countries have begun in recent decades to 
experience a trend towards a declining rate of population growth, 
this problem has become a topic for serious discussion on the part 
of leading economists. In his General Theory and elsewhere, 
Keynes points out that the cessation of population growth will 
dose one of the main sources of the extensive demand for capital, 
and as a result the “marginal efficiency” of capital will fall below 
the level of interest rates. This, in its turn, will entail considerable 
unemployment. Professor Hansen is also concerned with the 
diminution of investment openings as a result of the decline in the 
growth of population. He su^ests that “with a stationary popu- 
lation we could maintain as rapid a rise in per capita real income as 
that experienced in the past by making annually only half the 

1. I am deeply indebted to Professor A. H. Hansen for many valuable 
-suggestions and comments. 
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TABLE 1 

POPULAHON IN FnkKCB, Gbbicant, OB1U.T BsmiN (a) 

(thousands) 



1870 

1890 

Per Cent 
of Growth 
Between 
1870-90 1 

1010 

Per Cent 
of Growth 
Between 
1890-1910 

Per Cent 
of Growth 
Between 
1870-1910 

Prance 

36,103(6) 

38,343 

(6.2) 

39, 602(c) 

( 8.3) 

( 9.4) 

Grermany 

41,059 

49,428 


64,926(4) 

(31.4) 

(58.1) 

Great Britain . 

1 

26,288 

33,253 

(26.5) 

41,309(4) 

(24.2) 

(57.1) 


(а) Encyolop^e Francaise, VII, 718(>*-7182. 

(б) French CensuB of 1871. 

(c) This increase of 3 H million between the years 1871 and 1910 is to an important extent 
due to tne net imnugration during this period. 

(d) While the percentage growth of population between 1870 and 1910 was about the 
same in both Endand and Germany (57 and 58, re8i)eotively), there had been a consistently 
higher birth rate in Germany than in England. The latter had achieved her substantial increase 
in part as a result of a lower mortahty rate. Since the concept of a dynamically growing popur 
laUon is most often identified with a higher birth rate, Germany was in tms respect more 
favorably situated than England (see Appendix for birth and mortality rate tobies). Further- 
more. Germany achieved a considerably higher proportionate growth during the last two 
decades under study, 31.4 per cent increase as compared with 24.2 per cent for England. 


volume of new investment to which we have been accustomed.”* 

It is the purpose of this article to test empirically the impact 
of relative stationariness of population upon savings in a large 
Western country in a state of “normalcy.” France during the years 
1871-1911 seems particularly well suited for such a test. For 
comparison this analysis is accompanied by a similar study of 
Germany and the United Kingdom for the same period. The two 
countries were selected because of the striking similarity between 
the economic structures and the level of material civilization of all 
three during the years under study. 

The years 1871-1911 were chosen because the French popu- 
lation remained almost stationary during the four decades, and 
France underwent no change in territorial status. (The important 
industrial provinces of Alsace-Lorraine were lost in 1870 and 
regained in 1919.) The period was also characterized by an absence 
of major perturbations, such as wars or revolutions in Western 
Europe. Economic life in all the three countries flowed smoothly; 
the improvement in the standard of living proceeded gradually. 
The relative absence of trade barriers, freedom of migration of 
both men and capital, accessibility of scientific information — all 

2. A. H. Hansen, Readings in Bwiness Cycle Theory, Philadelphia, 1944, 
p.381. 
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of thase and other economic and political factors provided an 
excellent atmosphere for the economic development ci each of the 
three naticms. 

As indicated above, Germany, which experi^ced the largest 
e]q>ansion in population in the years 1871-1911, espedally between 
1890-1911, idso consistently saved a hi^er percentage of her 
ATmiift] income than either France or En^and. The proportion of 
national output saved appears to be doeely correlated with the 
population trends, with the result that stationary France saved the 
lowest share of national income. 

This study also lends support to the theas advanced by Keynes 
and Hansen that a stationary or declining population faces the 
problem of an excess supply of capital, since stationary France of 
1871-1911, in spite of saving a smaller share of her national income 
than Germany, was confronted with a relative abundance of 
capital, which could not find profitable employment within the 
coimtry.* 

A phenomenon of major importance which was different in the 
case of one of the three countries, as opposed to the othen two, 
relates to population trends. In the following pages the relation- 
ship between the population movements and savings will be 
andyzed, as well as the methods and reasoning used in arriving at 
the above findings. 

For the purpose of this study, the terms “savings,” “wealth,” 
and “capital” are treated as synonymous. This is done in part 
because it is the widdy accepted procedure to regard national 
savings as accumulations of wealth and capital,* and also because 
this has been the treatment accorded to the three concepts in the 
literature dealing with savings and national wealth for the period 
under consideration. Throughout this study the tenn “savings” 
is \ised in the sense of net savings, since the concept of gross savings 
is of relatively recent origin and was almost never mentioned in the 
literature of the period on which this paper is based. 

3. This, of course, is not the only explanation for tite large exporto of 
French capital. As indicated elsewhere, political considerations also served as 
inducements for such exports. There is, however, ample ground for the bdief 
that the cessation of population growth curtaded the extensive demuid tat 
capital, thus giving impetus to the great exodus of capital from France into 
foreign investments. 

4. Conferraice on Research in National Income, Vol. II, S. Kusnets, p. 47; 
Morris Copeland, p. 76; entire volume passim. F. von Hayek, Encyolofiedia 
of the Social Sciences, Vol, XIII, p. 648. 
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II. Mbthoob Usbd in CouFurmo thb Gbowte or Savings 
There are two basic approaches to the problem of measuring 
national savings. One method consists of studying the annual 
accumulation of wealth with the aid of censuses of production, 
transportation and distribution. The other method consists of 
comparing national wealth figures at successive points of time. 
Both procedures have their able defenders. In tMs study, how- 
ever, the choice of method is dictated by the fact that the estimates 
of national savings in each of the respective countries for the years 
1871-1911 are based almost entirely on the estimates of wealth 
during certain years of that period. This method was used by the 
leading authorities on national income and savings, by Giffen in 
En^and, by Pupin in France, and by Helfferich in Germany. 

It should also be emphasized that our interest is concentrated, 
not BO much on the absolute amounts of savings accumulated, 
data which are admittedly inadequate, as on the movement of the 
savinp. The purpose is to ascertain whether and to what extent 
the population trends in each of the countries studied affected the 
growth or decline of savmp. With this aim in view, the com- 
putation of the exact amount of national wealth accumulation at a 
given period is of still less agnificance. 

The test of comparative growth of savinp cannot be the 
absolute sums saved, since in the case of two countries starting 
with approximately the same population, other thinp being equal, 
the one with a faster growing population would naturally be in 
possession of more total capital than the country with stable num- 
bers of population. Neither would a real trend of capital accumu- 
lation be revealed by a study of per capita savinp, since in a 
country with a hi^er average income more will be saved per capita 
than in one having a lower average income. In our judgment, the 
best criterion of comparative wealth accumulation as between 
differ^t countries is the percentage of national income saved 
within each state. 

Our study of comparative wealth increase is facilitated by 
the similarity of the trend of prices in all three countries for the 
years 1871-1911, as may be seen from Table II. The effects of 
changes in prices on capital valuation may, then, for our purposes 
be assumed to have b^ the same in France, Germany and the 
United Elngdom. 
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TABLE II 

Imoicbs of WHOLiiSAi,x PRicas(a) 
(1890-1900 Average -100) 


Year Fraiice(6) Germany(c) U.K.(d) 


1872 159 155 164 

1876 144 134 143 

1881 130 127 127 

1886 106 101 104 

1891 109 113 108 

1896 91 93 92 

1901 105 115 106 

1906 116 112 106 

1909 116 112 112 


(,a) Bulletin de la Statisticjue Q6n4rale de la France, Vol. 1, p. 68. 

(6) Based on prices of 43 imported commodities 
^ (c) Based on prices of 28 imported commodities at Hamburg until 1888; of 42 oommod” 

ities since 1880. 

(d) Sauerbeck’s index numbers for 45 articles. 

III. The Growth of Savings 

France, The prevailing method of calculating national capital 
in France has been that based on the ‘‘annuity successorale/'® 
which may be translated as the amount annually transmitted by 
inheritance within a country. The introduction of this method of 
estimate in France was prompt/ed by the lack of income tax data, 
and by the possession of detailed records on inheritances. From 
the point of view of this particular study, it is worth reiterating 
that our concern is not so much with the exactness of the absolute 
amounts as with the consistency of the procedure employed by the 
sources used in this study, which will permit us to judge the evolu- 
tion of national wealth over a period of years. 

In his investigation of the private wealth of France for the 
years 1878-1911, Ren6 Pupin,* a leading French authority on 
income and savings, employed the method of ‘‘aniitdt4 successo- 
rale’^ and that of direct evaluation. He arrived at results which are 
summarized in Table III. According to his figures there was an 
increase in French savings between 1878 and 1903 of about 45 
billion francs. A detailed analysis of the changes in the value of 
French wealth for that period led Pupin to raise the estimate of the 
increase of savings to 51-62 billions. He concludes that the for- 

5. In the English economic literature this procedure is referred to as the 
devolution-interval method. 

6. Pupin, La Richesse de la France Devant La Querre, Paris, 1916. 
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TABLE m 

Estimatb: op Fbbngh Pbiyats WaAi/m 
(billion francs) 


Throuffb method of Through Direct 

**Aimiijt6 Suceeeeorale*’ EviiIii»tioa 


1878 209.2 204 

1883 220.1 

1893 251.4 250 

1903 254.8 

1911 283.4 286.3 


mation of new capital during the period 1878-1902 proceeded at an 
annual average rate of a little over two billion franca a year, an 
amount equivalent to 8-10 per cent of the average national income 
for the years 1878-1902.'' Following a similar method of computa- 
tion, he concludes that the rise in wealth from 1903 to 1911 was 
around 29 billion francs, amounting to an average annual savings 
of 3.6 billion. In view of the larger national income of France 
during the first decade of the twentieth century, annual French 
savings still hovered aroimd 10 per cent of the total national 
income. Pupin thinks that the years between 1885 and 1910, 
especially 1895 to 1910, were exceptionally favorable for savings in 
France, but he adds wistfully, “We have not reached the rate of 
our grandfathers, who saved 13 per cent of their national income."* 

Other French economists came to a close agreement with 
Pupn on French national wealth and savings. E. Th^ry,’ who 
devoted several studies to the subject of French wealth, used the 
method of direct evaluation. Most of his computations deal witibi 
the years 1892-1908; his estimates for these years are 243 billion 
and 287 billion francs, respectively. This represents an average 
Miimal growth of savings of around 2.7 billion francs, an amount 
not far from Pupin’s figures for the same period. 

Robert Lascaux gives detailed estimates on French wealth for 
the years 1895-1914.' , His information is gathered from various 
sources, including that of the “annuity successorale," and his 
figures are 229 and 282.8 billion francs for 1895 and 1914, respec- 
tivdy. This is also equivalent to an average ann^ growth of 

7. For figures on national income see Appendix. 

8. R. Pupin, op. cit., p. 128. 

9. E. Th4ry, La Fortune Publique de la France, Paris, 1911. 

1. R. Lascaux, La Production et La Population, Paris, 1981. 
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oaintal of 2.7 billions, the same as that indicated by Th4ry. It is 
Lascaux’s opinion that around 1895 these savings were in the 
nei^borhood of 2.5 billion francs, and that toward 1914 they rose 
to three billion. Since Lascaux’s estimate of French national 
income for the same two years is 27.5 and 31 bUlions, respectivdy, 
it appears that he, too, places the ratio of national savings to 
national income at 9 to 10 per cent, a conclusion similar to that 
arrived at by Pupin. There is, thus far, agreement among leading 
authorities on French national income and savings that during the 
four decades preceding 1914 the French saved, on the average, 10 
per cent of their yearly national income. (See Appendix.) 

A summary of the estimated approximate proportion of 
savings to the national income of France is presented in Table IV. 


TABLE IV 

EsTocATEiD Annual Satinqs or Fbancb and Tbisib Ratio 
TO THE YeAELT NATIONAL INCOME 


Years 

Authority 

Estimated 
National 
Income 
(in billion frs ) 

Estimated 
Average 
Annual 
National 
Savings 
(in billion frs.) 

Proportion 
of Savings 
to Ihcome 

1878-1902 

Pupin 

21.9-27.8 

2.04 

9-7.5 

Around 1895 

Lascaux 

27.5 

2.50 

9 

1892-1908 

Th6ry 

.... 

2.7 

1 .... 

1903-1911 

Pupin 

27.8-32 

3.5 

11-13 

Around 1914 

Lascaux 

31 

3 

10 

1893-1913 

Moulton and Lewis (a) 


2 

. . . 

Pte-1914 

A. Neymarck(d) 


2 to 2.5 
(sometimes 

3 a year) 



(а) H. G. Moulton and C. Lewis, The French Debt Prc^lem, New York, 1925, Appen> 

dix A. 

(б) A. Neymarok, Journal de la Sooi^U de Statistique de Paris, 1906, p. 176. 


Oermany. The most frequently cited sourcn' of information on 
the national income and wealth of Germany before the &st World 
War is K. Helfferich’s Deutschlands Volkswohlstand, 1888-1913, 
translated into English under the title, Germany’s Economic 

2. E. Grammond, "The Economic Relatioiu at the British and German 
Empires, ’’ Journal of the Royal Statistical Soriety, lpl4, p. 800; J. Stamp, 
Studies in Cuiroit Problems in Finance and Gommment, London, 1924, 
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Progress.* This work WM written in a s^mt ^orifying the reign of 
Wilhelm the Second and the great strides made by the German 
economy during the 25 years preceding 1914. The book bristles 
with boastful ass^ons concerning German economic progress, but 
it gives evidence of careful analysis and the choice of the more 
reliable methods and data. 

In his computati(ms of the increase of wealth in Germany 
during the period 1896-1912, Helfferich made use of two methods 
wldcb served as mutual checks upon one another. One procedure 
was based upon the assessment of the property tax, for which 
exact statistics were available. The other method was founded on 
fire insurance data, which have been very carefully recorded in 
Germany. Joaah Stamp* and Robert Lascaux* both ^ve credence 
to Helffetich’s figures. Table V is compiled from Hdfferich’s 
valuations. 


TABLE V 

Yeablt Incbbase in National Wealth or Gbbmant 
( billion marks) 


Estimates Based ^on Property 
Assessment Taxes 

Estimates Based upon Property 
Insured Against Fire 

Years 

Annual Average 
(billion mark^ 

Years 

Annual Average 
(billion marks) 

1896-1898 

4.8 

1896-1901 .... 

5.8 

1899-1901 

3.6 



1902-1904 

5.0 

1902-1904.... 

7.1 

1906-1907 

6.9 

1905-1907.... 

8.2 

1908-1911 

10.0 

1908-1911 ... . 

9.8 


Helfferich places the automatic increase in the value of land 
and other existing properties during the years 1908-1911 at oneand 
one-half to two billion marks annually. If we are to deduct the 
latter amount from the estimated annual increase of 10 billions 
for the same period, this still leaves an annual national accumu- 
lation of ei^t billion marks.* Since Helfferich’s estimate of German 

p. 299; H. O. Moulton and G. E. McGuire, Germany’s CapsMsity to Pay, 
New York, 1923, p. 190; Robert Lascaux, op. cit., p. 221. 

8. K Hel&erich, Germany’s Economic Progress, New York, 1914. 

4. J. Stamp, Studies in (Current Problems in iWmce and Government, 
London, 1924, pp. 466-467. 

5. R. Laswux, La Production et La Population, Paris, 1921, p. 221. 

6. It is worth noting that Stamp considers the estimate of 10 billions 
a close approximation to truth. Journal of the Royal Stetistioal Society, 1919, 
p. 467. This would imply an even higher percent^ of national income saved 
than advanced here. 
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national income fen* those years is 40 Mllions, this implies that the 
German people during the years preceding World War I saved 
annually about 20 per cent of their national income. Should we 
accept ^e higher estimate of 60 billion, as advanced by the Redchs- 
amt for 1913,^ the percentage of national income saved would 
still amount to 16-17 per cent per year, a very high ratio indeed. 

Table VI gives the ratios for the other years for which Helff- 
erich has provided estimates of savings and income. These indicate 


TABLE VI 

EsnuATEiD Ratio of Gebman National Savings to National Income 


Authority 

Year 

National Income 

Estimated Savings 
(HeHench) 

Appi oximati 
Ratio 

Schmoller 

1895 

25 billion 

4.8-5.8 (5.3) bilKon 

20% 

Hay <& Reichaamt 

1900 

31 billion 

3.6-5.8 (4.7) bilUon 

16% 

Reichsamt 

1907 

37.7 biUion 

6.9-8.2 (7.5) billion 

20% 

Helfferich 

1911 

40 billion 

8 

20% 

Reichsamt 

1913 

50.1 billion 

8 

16% 


that for the two decades preceding the first World War, Germany, 
with a rapidly growing population, saved a larger share of her 
national income than did France with a static population during 
the same period. 

The liniled Kingdom. The generally accepted method of 
determining the national wealth in Great Britain has been the 
capitalization of income tax data. To this total are usually added 
estimates for other items in order to obtain a complete description 
of the nation’s capital. Table VII gives estimates on national 
wealth prepared by the London Economist and several leading 
English authorities. In arriving at the estimates of total savings 
(column six), we made use of the valuations of national wealth 
^ven by Giffen and the London Economist, which provided a set of 
consistently worked out data lending themselves to definite com- 
parability between the years 1875 and 1908. The other estimates 
given in column two are those made by leading economists, and 
serve to confirm the figures advanced by Giffen and the Economist. 
For the years 1909-1914, the totals of the Economist for 1909 and 
of L. Chiozza Money for 1914 were used. 

7. Das deutsche Volkseinkommen vor und aach dem Krisge, Bear- 
beitet im Statistischen Beichsamt, Berlin, 1932. 
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TABLE VII 


APPROXIBfATB EsTIMAIES OP NATIONAL SAVINGS IN THU 

United Kingdom and Their Ratios to National Income 
(Million Pounds) 


National Wealth 

Approximate Savings 

(7) 




(4) 

(5) : 

(6) 

Ratio of 
Savings 
to 




Interval 

Amount 

Annual 




Years 

Saved 

Average 

Inoome(a) 

1875 

8,548 

Giffen(6) 

1875-1884 

1,492 

149.2 

wBSM 

1885 

10,037 

Giffen 

1885-1894 

626 

62.6 


1895 

10,663 

Economist (c) 



.... 


1896 

10,125 

Milner (d) 

1895-1904 

2,373 

237.3 


1902 

11,413 

Moley(d) 

.... 

.... 

.... 


1905 

12,671 

Fabian 







Society (d) 

.... 

.... 


.... 

1905 

13,036 

Economist 

1905-1908 

950 

237.5 

12% 

1908 

13,762 

Money (c) 


.... 


.... 

1909 

13,986 

Economist 

— 

approx. 



1913 

16,472 

Grammond(/) 

1909-1914 

2,000 

333.3 

16% 

1914 ! 

16,000 

Money (c) 

.... 



.... 


(а) These ratios were derived by dividing Average Annual Savings (oolumn 6) by 
Estimated Annual National Income ifor corresponding years (see Appendix). 

(б) R. GilTen, The Growth of Capital, London, 1889. 

(r) Economist, November 25, 1911, p, 1067. 

(d) J. Stamp, British Incomes, p. 406, 

le) L. Ch. Money, Riches and Poverty (London, 1910), p. 65. 

{/) Journal of the Royal Statistical Society, 1914, p. 801. 


On the basis of this table, we find the total growth of savings 
for the period 1875-1914 to be 87 per cent, but the per capita 
increase of wealth for the same period,® using the same estimates of 
total wealth, was 35 per cent, the respective amounts for per capita 
wealth being approximately 260 pounds in 1875 and 350 pounds in 
1913. This means that per capita wealth in the United Kingdom 
grew at a rate of dose to one per cent a year.® 

It is interesting to compare these findings with a study made 
by Paul Douglas on the growth of “real capital” in the United 

8. The population figures for these estimates were taken from the 
Statistical Abstracts for the United Kingdom for various years. 

9. It is interesting to record that Keynes found that the standard of 
living in Great Britain had risen during 1860-1913 by 60 per cent — a little 
over one per cent a year for that period. ^^Galton Lecture/' Eugenics Review. 
April, 1937, p. 16. 
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IQngdom.^ In this study Douglas compared the various estimates 
of capital in this country for the years 1865 to 1914. He did not 
include in this concept the value of agricultural land, dweUing 
houses, furniture and similar movable capital. The results were 
expres^ in terms of the 1865 price level, and the following index 
of real capital per head was obtained; 

1865 — 100 1885 — 154 1905 — 174 

1875 — 135 1895 — 163 1909 — 178 

This means that the per capita amount of real capital, in the 
sense defined by Douglas, grew during the 34 years (1875-1909) 
by 32 per cent; our table of the per capita growth of wealth in a 
wider meaning of the term yields a per capita increase of 35 per 
cent for the 39 years 1875-1914, a remarkably close agreement 
which lends additional support to the probable accuracy of the 
estimates of the growth of savings in England. 

IV. Saving in France 

The preceding sections have revealed that the ratio of savings 
to national income in France, the United Kingdom and Germany 
were approximately as summarized in Table VIII. The most 
striking feature of this table is the relatively lower percentage of 
savings consistently effected by France as compared with those 


TABLE VIII 

Ratio of Savinos to National Income 


France 

1 United Kingdom | 

Germany* 

Years 

Ratio of Savings 
to Nat. Income 

Years 

Ratio of Savings 
to Nat. Income 

Years 

Ratio of Savings 
to Nat. Income 

1878-1902 

9-7.5 

1875-84 

12 

1895 

20 

1903-11 

11-13 

1885-94 

4 

1900 

15 

1914 

10 

1895-1904 

13.5 

1907 

20 



1905-08 

12 

1911 

20 



1901-1914 

15 

1913 

16 


* ProfeMor Hansen in commenting on an earlier draft of this pajper expressed bis belief 
that the larger proportion of income savM in Germany as oomparea with France miy in part 
be due to the greater expansion df bank credit and of the money supply resulting from the 
greater expansion and growth experienced in Germany. He also agrees, however, that while 
savings from disposable mcome may be less divergent than those given by the author for the 
two countries, the difference between them would still be very conuderable. 

1. American Joiimal of Economic and Business History, August, 1930. 
Quoted by C. Clark, National Income and Outlay, London, 1987. 
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achieved by Gemany and England. According to these data, 
during the years 1875-1914, France saved a somewhat smaller 
share of her national income than England, and a much lower 
proportion than Germany. 

The above finding is the more interesting since France has 
always been considered the saver-nation par excellence. The 
literature on population in France since 1850 aboimds with refer- 
ences to excess savings, which were frequently ascribed to the low 
birth rate. Jacques Bertillon,^ Charles Gide,* and numerous other 
writers all played different variations on the same theme, namely, 
that French savings were growing at the expense of unborn chil- 
dren.* Lescure°and Pupin'advanced various reasons for the alleged 
superior growth of French savings. Nor is this reputation unde- 
served, despite the record since the 1870’s. It is due, in our opinion, 
primarily, to the more equitable distribution of wealth and income 
in France, which implies that the act of saving was predominantly 
performed by the masses of the people, rather than by the corpo- 
rations and the less numerous affluent classes, as in England and 
Germany. 

One possible explanation of the lower savings in France is the 
more equal distribution of the national income. We have enough 
evidence to conclude that France suffered less from income and 
wealth inequality than either Great Britain or Germany. Pierre 
Leroy-Beaulieu' points out that in 1905 the very large incomes, 
exceeding 100,000 francs a year, amounted in England to 3.5 
billions, in Germany to 2.5 billions, and in France to 572 millions. 
This represented, respectively, 6, 6.6, and 2.5 per cent of the total 

2. J. Bertillon, La depopulation de la France, Paris, 1911, passim. 

3. Charles Gide, Revue Economique Internationale, March, 1910. 

4. An example of how far this attitude can be carried may be gleaned 
from this statement made by Charles Gide (Revue Economique Internationale, 
March, 1910, p. 445): 

Germany increases its population by a million each year, while Prance 

increases its capital by two billion francs annually; a million children at 

2,000 francs each adds up to two billion. 

In this way Gide tries to establish a correlation between the fecundity of 
French ctq>ital and the lack of fecundity in children. He omits the fact that 
Germany, while increasing her population, was at the same time also accumu- 
lating capital at an even faster rate than France. 

6. J. Lescure, L’Epwgne en France, Paris, 1914, p. 38, passim. 

6. R. Pupin, op. cit., p.. 127. 

7. IHerre Leroy-Beaulieu, Les Impdts et les Revenue (Paris, 1914), 

I^. 61-02. 
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national income of the three countries. A. Neymarck in a study on 
French savinp maintained that ^^It can be proved, in fact, that of 
these 10 million electors, 9 millions at least have a book at some 
savings institution, a government ^rente,' a railroad bond, a house, 
etc.’^* To support his claim that French wealth is widely dissemi- 
nated, Neymarck indicates that **of 12 million households in France 
there are 9 million, each possessing its own house.'^® This is a record 
which cannot be matched by Great Britain or Germany. C. K. 
Hobson^ also takes for granted that in France the ownership of 
property is much more widespread than in the United Kingdom.* 

Part of this explanation is to be found in the more pronounced 
agricultural character of France. The typical farmer in France was 
and is a small landowner, whereas in England and in Germany vast 
tracts of land were held by large landowners.* In addition, in 
France the tendency has been towards a decline in the very large 
ownership of land, as can be seen from Table IX. We note here 
a definite decline in the number of the very large holdings and an 
increase in the middle category. 

The dispersion of property and income in France appears to 

4 


TABLE IX 

Size of Holdinqs in France (a) 


Size of Holdings 

1862 

1892 

1908 

Very small (under 2]4 acres) 

not reported 

2,235,000 

2,088,000 

Small 

(2J^-25 acres) 

2,435,000 

2,618,000 

2,524,000 

Middling 

(25-100 acres) 

636,000 

711,000 

746,000 

Large 

(100-250 acres) 


105,000 

118,000 

Very large (over 250 acres) 

154,000 

33,000 

29,000 


(a) J. H. Clapham, Economic Development of France and Germany (1815-1914), Cam> 
bridge, 1021, p. 165. 


8. A. Neymarck, National Monetary Commission, Document No. 494 
(Washington, 1910), pp. 166 ff. 

9. Ibid, p. 173. 

1. C. K. Hobson, The Export of Capital (London, 1914), pp. 36-37. 

2. This, of course, does not imply that the average income of the French- 
man is higher than that of the German or Englishman. Bresciani-Turoni 
(Econometrica, 1939, pp. 115-116) observes: * ‘International comparisons 
also seem to confirm that there is no definite relation between the size of the 
average income and the degree of inequality of personal incomes. In Italy, 
both the average income and the inequality of incomes .arc less than in Great 
Britain." 

3. M. M. Knight and others, Economic History of Europe (Boston, 
1928), p. 448, and J. Clapham, op. cit., p. 198. 
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indicate that the saving process was carried out by the masses of 
Frenchmen, while in other large Western countries a larger pro- 
portion was effected by the more numerous richer classes and by 
corporations. In our opinion this fact also explains the phenomenon 
that, in spite of the proportionately far greater number of savers 
and earners, France ^d not increase its accumulation of wealth to 
any greater degree them Germany or England, either in the absolute 
or proportional sense. 

We believe, however, that Lescure’s argument emphasizing 
“a century of cemtinuous accumulation of wealth”^ merits special 
attention. This seems to be the only way to accoimt for the phe- 
nomenon that on the eve of the World War, France, in spite of 
lower prevailing wages, and in spite of proportionately smaUer 
annual savings, was estimated to have a per capita wealth position 
similar to that of Great Britain and superior to that of Germany 
whose annual savings were considerably above those of France 
between 1870 and 1914. Josiah Stamp cites the following amounts 
of national capital per head of population in 1914:' 

United Kingdom S18 pounds 

France 303 pounds 

Germany 244 poimds 

Helfferich’s estimates' of per capita national wealth for the years 
1908-1910 are: 

United iCingdom 5100 to 5800 marks 

France 5924 marks 

Germany 4600 to 4900 marks 

Both of these authors made use of various reliable sources in 
arriving at these amounts, and both agree that the per capita 
wealth of France before the World War was superior to that of 
Germany and about on a par with that of the United Kingdom. 
In view of our detailed discussion on wealth in each of the three 
coimtries, the inference is inescapable that France before the 1870’s 
excelled in the per capita accumulation of wealth as compared with 
England and Germany.^ 

4. J. Lescure, op. cit., p. 40. 

5. J. Stamp, Studies in Current Problems in Finance and Qov^ment, 
p. 332. 

6. K. Helfferich, op. cit., p. 113. 

7. This conclusion is confirmed by R. Pupin's observation that in spite of 
the very favorable conditions for savings that existed in France during the 
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The wider dispersion of income in France was one of the 
factors that kid to lower national savings. A relatively more equal 
distribution of income tends to raise the consumption function of 
the nation at the expense of savings, since people with a lower 
average income must spend a larger share of it on current expendi- 
tures. On the other hand, the greater inequality of wealth and in- 
come in Germany and England was one of the reasons for a higher 
ratio of savings to national income as compared with France. 

Another possible explanation is the greater industrialization 
of Germany and the United Kingdom. A larger proportion of 
national wealth was therefore concentrated in business and indus- 
trial enterprises in these two countries than in France, with the 
resulting effect on the flow of the national income. Since industry 
and commerce were on the increase in Western Europe during that 
period, larger shares of the profits and consequently of national 
income were reinvested in the numerous enterprises of that part of 
the world, especially so in Germany and the United Kingdom. 
This was in large measure due to the growth of population, which 
constituted a continually increasing source of demand for capital. 
As a result more of the national income went into savings *in 
Germany and in the United Kingdom. 

Keynes® ascribes this trend to the spirit of optimism which a 
growing population engenders in the btisiness community, leading 
to a rising demand for capital. In his Fiscal Policy and Business 
Cycles,® Hansen describes in detail the effects of a rapidly growing 
population upon the extensive expansion of investments. He 
found that the facts of growth and expansion “minimized the risk 
of new ventures.” A German authority on population, August 
Ldsch,^ while agreeing that an increasing population causes capital 
to grow proportionately faster, also attributes this tendency to the 
lesser risk involved in capital expansion which results from popu- 
lation growth, as compart with an expansion “inspired by techni- 
cal progress or by the gaining of new markets.” Whatever the 
reason, there is agreement among them that the growth of popu- 
lation broadens demand for capital, which acts as an encourage- 
ment for increased business and national savings. 

years 1886-1910, “we never reached the rate of our grandfathers, who saved 13 
per cent of their income” (op. eit., p. 128). 

8. J. M. Keynes, Qaltm Lecture, loc. cit. 

0. A. H. Hansen, Fisaal Policy and Business Cycles, 1941, pp. 347-361. 

1. August L6sch, this Joubnal, 1937, p. 668. 
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A third factor in the explanation is the age distribution. The 
experience of France during 1870-1911, and that of the other 
Western countries after the first World War, when they, too, 
became subject to a declining trend of population, confirm the 
theory that a stationary population contains a larger percentage 
of older people. The data in Table X are of interest in this connec- 


TABLE X 

Acs DlSTBtBtmON or PoFULiLTION 
(in percentages) 



Censua 

Below 16 

15-29 

30-59 

eo and over 

Germany 

. 1910 

34 

26.1 

32 

7.9 

England and Wales. 

. 1911 

30.6 

26.6 

34.8 

8 

France 

. 1911 

26.7 

23.9 

37.8 

12.6 


tion. They show that France had a substantially higher proportion 
of people over 60 years of age than either Germany or England. 
It is also well known that the French traditionally retire from 
business and occupations at an earlier age than do most other 
Western peoples. Old and retired persons act almost entirely as 
dissavers and increase the consumption function of a nation, thus 
concomitantly decreasing its savings propensity. This is what 
happened to the French. 

On the other side of the ledger, acting as a factor reducing the 
consumption function of the French, has been the phenomenon of 
a smaller number of children as compared with Germany and 
England. Children in modem countries are almost entirely con- 
sumers. However, their effect on savings is quite restricted in 
intensity, since the expenditxires per child are smaller than per 
adult, and since as a mle an only child receives better care. This 
limitation of the effect of a smaller family on reducing expenditures 
was recognized by French students of population.* On the whole, 
it is therefore safe to infer that the total effect of the age distribu- 
tion in France was in the direction of more pressure on expenditure 
and towards lesser savings. 

For the period under study the most accepted classification of 
productive ages appears to be the years 15 to 59. The French 
official statistics lay special stress on the ages of men from 16 to 59 
as most representative of the productive capacity of the nation. 

2. J. Leeoure, L’Epargne en France (Paris, 1914), p. 38. 
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Table XI provides evidence of a consistently hi^er percentage of 
such men in stationfuy France, as compared with England and 
Germany. 


TABLE XI 

Pbbcbntaois of Men of the Ages 15-19(o) 

France Germany England and Wales 


1870 30.5 23.7(6) 27.1 

1880 29.9 27.6 27.1 

1890 30.5 27.8 27.7 

1900 30.4 28.2 28.9 

1910 30.5 28.7 29.5 


(a) Annuaire Btatiatique de la France, X932, p. 229. 

(b) In 1870 this refers to the age group 20-59. 

France appears to have consistently larger numbers of men 
in these age groups as compared with the other two countries. 
Table XI shows that in spite of a higher proportion of older ages 
within a stationary population, its proportion of active ages (15-59) 
is not lower than that of a growing population. On the eve ef the 
first World War the three countries under discussion had the 
following percentages of active ages: 


Germany 58.1 

England and Wales 61.4 

France 61.7 


All evidence also points in the direction of a proportionately 
higher available labor force in a staticmary population, since in 
such a state a larger percentage of women is employed in industries, 
trades and the professions. This fact is to be ascribed primarily to 
the lesser family responsibilities resulting from a lower birth rate. 
Table XII shows a large disparity in the proportion of women 
employed in the three Western countries. This may be explained, in 
part, by the importance of the textile and clothir^ industries in 
France, industries in which, as a rule, women form the bulk of the 
workers. But this accounts for only part of the increased ratio of 
employed women. Even in these industries France shows a much 
larger proportion of women employed. Out of, each 100 workers in 
the textile and clothing industries the following numbers were 
women: 
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France Germany 

1896 72.47 1895 53.98 

1906. 76.67 1907 57.45 

TABLE XII 


Numbkb of Women peb 100 Occupied PKBSONs(a) 



Professions 

(Army and Agriculture 
not Included) 

Indust]^ and Commeroe 
Combined 


1866 . 

36.5 

27.2 

France 

1896 . 

36.7 

32.5 


1901 . 

37.9 

34.0 


1906 . 

38.5 


Germany 

1882 . 

29.2 

18.4 


1895 . 

29.0 

20.2 


1907 . 

27.8 

20.9 

United Kingdom 

1881 . 

35.4 

24.4 


1891 . 

35.2 

24.3 


1901 . 

32.7 

23.0 


(d) Bulletin de la etatistique g^ndrale. VoL II, p. 181. 


It seems plausible to infer that as a result of smaller families 
or childless marriages, more women drift into remunerative oc- 
cupations, since their home duties are considerably reduced. In 
the voluminous study on comparative costs of living in French, 
German and English to^ms in the 1900^s by the British Board of 
Trade, ^ it is brought out that wives contributed to the income of 
French families to a much larger extent than in either Germany or 
the United Kingdom. 

In our opinion, this larger participation of women in gainful 
employment explains two interesting phenomena: (1) that in spite 
of hi^er prevailing wages in Germany and in England,^ it was 
revealed by the British Board of Trade Inquiries that 35 per cent 
of French families earned more than 40 shillings a week, while in 
England this percentage was 31 per cent, and in Germany only 15 
per cent; (2) that in spite of higher wages paid to German workers, 

3. Cost of Living in German Towns, Report of an Inquiry' by the Board 
of Trade, London, 1908; Cost of Living in the Principal Towns of the United 
Kingdom, London, 1908; Cost of Living in French Towns, London, 1909. 

4. The British Board of Trade Inquiries, after exhaustive comparative 
studies of weekly wages in fourteen different occupations, arrived at the follow- 
ing respective ratios: (For 1904-1906) England, 100; Germany, 83; France, 75. 
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the French per capita income was greater than that of Germany on 
the eve of the first World War. 

Josiah Stamp^s estimates of per capita income for 1914 were 


(in pounds sterling) : 

United Kingdom 60 

France 38 

Germany 30 


Yet, in spite of a higher average family income, France saved a 
smaller proportion of her national income than either of the other 
two countries. This appears to be mainly explained by population 
factors, some of which were discussed above. 

Savings and Foreign Investments 

France. As mentioned before, France during the decades 
preceding 1914 differed from Germany and England, not only in 
the practice of saving, but also profoundly in the scope and type of 
foreign investments. The stationariness of the French population 
appears to have led to a lower demand for capital in France, and 
seems to have been the major single cause for the diversion *of so 
large a share of the French capital abroad. This, in spite of the 
fact that France saved a smaller share of her national income, and 
that France, during the decades under discussion, had a somewhat 
lower rate of return from her foreign investments than either 
England or Germany.® 

Interesting and instructive information is available concerning 
French exports of capital. Neymarck® gives data on French and 
foreign securities in France (Table XIII). The important lesson 
to be learned from these figures is that between 1890 and 1912 the 
total amount of securities floated in France was 34-41 billions, and 
that 20-23 billions of this were for investments abroad and for 

5. Moulton and McGuire (Germany's Capacity to Pay, New York, 1923, 
p, 258) quote several authorities on the prevailing returns from foreign invest- 
ments by different countries during the prewar decades: 

G. Paish placed the English returns from foreign investments at 5 per cent. 

Riessers estimated the German returns from foreign investments at 6 to 5 
per cent. 

R, Pupin placed the French returns from foreign investments at 4J4 per 
cent. 

6. Neymarck seems to be the undisputed authority in this field in France; 
all other estimates seen by the author, such as those pven by Moulton and 
Lewis, Lascaux, SchmoUer, etc., are borrowed from Neymarck. A. Neymarck. 
Bulletin de Flnstitut Intonational de Statistique, Vol. XX, Part 11, p. 1406, 
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TABLE XIII 

Aiiotnn' OF Ootstanding Seoubitieb in Fe&nce 
(In Billions of Francs) 

Of that Amount, the Foreign 
Amount of Capital Seouritiea (including loans to 


Year in Form of Stocks foreign governments) 


End of 1869 33 10 

£kidofl880 66 16 

End of 1890 74 20 

End of 1902 87-90 25-27 

End of 1904 90-93 27-30 

End of 1906 97-100 30-32 

End of 1908 103-106 32-36 

End of 1910 106-110 38-40 

End of 1912 108-116 40-42 


foreign loans.’' Another unique aspect of this situation is that of 
the 40-42 billion francs invested abroad, 30-33 billions, or three- 
fourths, consisted of loans granted to foreign governments, while 
only 10-12 billions w’ent into industrial and commercial foreign 
stocks and bonds. 

Quite a different situation prevailed in Glermany and in the 
United Kingdom, where the bulk of the exported capital was used 
for the financing of industry, frequently enterprises managed by the 
emigrants of the two coimtries. The stationariness of French 
population, which probably is largely responsible for the absence of 
French emigration of any importance, may thus seem to have had 
an effect also upon the type of French investments abroad. 

It would, perhaps, be stressing the point too much to say that 
this was the o^y reason for the extraordinarily high proportion of 
French investments in foreign governmental bonds. In her con- 
stant fear of (jermany, France was led to use her financial resources 
to acquire allies against her potential enemy. For example, the 
enormous loans granted to the Russian government before the 
first World War were primarily of strategic significance. On the 
other hand, it is fair to assume that the relative absence of French 
emigrants abroad had a certain influence on the character of French 
foreign investments. 

The total growth of French wealth during 1892-1908 was 
estimated by Th6ry at 44 billion, and by Pujan (1893-1911) at 36 

7. A. Neymarok, ibid, p. 1410. 




60 


QUARTERLY JOURNAL OF ECONOMICS 


billion francs. This means that at least 50 per cent (probably more) 
of the accumulated French wealth during the two decades preced- 
ing the World War went into foreign investments. 

In terms of percentage grow'th, the difference between internal 
and foreign investments is even more striking. During 1893-1911 
total wealth, including foreign investments, grew by 16-17 per cent, 
while investments abroad grew by 100 per cent. Taking only the 
growth of wealth within France, we would get an increase of invest- 
ments in France of only around 9-10 per cent during that period. 
This is an indication of the tremendous r61e played by foreign 
investments dming the two decades preceding the World War. 
Between 1878 and 1911, according to Pupin’s data, investments 
within France grew by 28 per cent, while investments abroad for 
the same period grew by 165 per cent. 

Greai liritain. Table XIV gives estimates of the capital of 
Great Britain within and outside the Isles during the years 1875- 

TABLE XIV 

British Capital 1875-1909 (a) 


Year Capital in U.K. Capital Abroad Total * 


1875 .... .... 8,546 

1885 8,735 1,320 10,037 

1895 9,063 1,600 10,663 

1905 11,009 2,025 13,036 

1909 11,664 2,332 13,986 


(o) C. K. Hobson, op. cit., p. 207. 


1909. According to these figures, a little over one-fourth of the 
increase in wealth for the years 1885-1909 was invested abroad.* 
These estimates are interesting inasmuch as they show that in 
Great Britain too foreign investments increased at a greater per- 
centage rate than domestic capital. (For 1885-1909 capital abroad 
grew by 79 per cent, and capital within the United Kingdom grew 
by 33 per cent.) It should be kept in mind, however, that Great 
Britain, with her colonial possessions and her long traditions in the 
matter of foreign investments, was in a very favorable position 
with reference to the diversion of capital abroad. Yet it is ipter- 
esting to note that while the trend towards foreign investments 

8. The term “abroad” includes, in this case, the British dominions and 
cokmiss. 
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was hi^ in England, the proportion of her invested capital abroad 
was far lower than that of stationary France. 

Germany. Helfferich, Crammond, and other students of 
German wealth and income concur in the opinion that in the 
decades preceding World War I the amounts invested abroad by 
Germany were substantially less in the later years than those in 
the earlier years of that period.® There are no authoritative esti- 
mates of German foreign investments before the 1890^s, but from 
all evidence they appear to have been rather small. Gustav 
Schmoller places German capital abroad for 1892 at 10 billion 
marks. Moulton and McGuire quote several other estimates for 
1892-1893, all of which are in substantial agreement that the 
amoimt of 12 billion marks represented German foreign invest- 
ments for that year. The same study notes a similar agreement for 
the year 1914, placing German capital abroad at 25 billion marks.^ 
This represents a growth of 13 billion marks during the 21-22 year 
period. 

Our study of the growth of German wealth for the years 1895- 
1913 reveals an increase of German capital of over 100 billion 
marks, 2 which leads to the conclusion that not more than 12-13 per 
cent, and probably closer to 10 per cent, of the net addition to 
accumulated German wealth was invested abroad during the two 
decades preceding the World War. These ratios are vastly lower 
than those for England and France, and serve as eloquent testi- 
mony to the rapid tempo of the internal industrial and commercial 
growth of Germany. Practically all the capital available found 
profitable outlets within Germany, and a large part of this growth 
may be explained by the unparalleled increase in her population. 

Conclusions 

Our study gives support to the hypothesis advanced by Keynes 
and Hansen that the outlet for home investment is directly corre- 
lated with the population trend, with the result that stationary 
France invested at home the lowest proportion of her national 
income. France of 1871-1911, in spite of saving a smaller share of 

9. Moulton and McGuire, op. cit., p. 280. 

1. In a recent work entitled German Economy, 1870-1940 (New York, 
1940), Gustav Stolper estimates the net German foreign investments in 1914 at 
25 billion marks. 

2. Leon Goldenberg, Income and Savings in France, 1871-1914 (un- 
published), p. 139. 
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her national income than either Germany or Great Britain, was 
confronted with a relative abundance of capital, more than half of 
which was forced to seek employment abroad. Furthermore, a 
considerable part of that half of French savings which went into 
home investments was absorbed by government issues.* The 
French national debt grew from 1,280,000,000 francs in 1815 to 
33,858,000,000 in 1914. A large share of these funds was used for 
armament expenditures. 

This pattern worked quite well before the first World War, and 
was probably instrumental to an important degree in maintaining 
the steady upward trend in the per capita national income of 
France during 1870-1914, in which respect she did not materially 
differ from Germany and the United Kingdom for the same period. 
The annual per capita rise in income in all three instances was 
between 1.1 per cent and 1.4 per cent. There may be some doubt as 
to whether opportunities for safe foreign investment of excess 
capital would now be available to all Western countries experienc- 
ing stationary or declining trends of population, trends which in 
recent years have been characteristic of most modem industrial 
nations. 

Leon Goldenbebq. 

Wash ngton, D. C. 

Depabtmisnt of Statu 

3. A. H. Hansen, Full Recovery or Stagnation, 1938. p 324 
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APPENDIX 

TABLE I 

Pbofobtion or Liyk Bobn GHnj>BEN pb& 100 Inhabitants^ 

(Tanitoqr of 1914) 1871-80 1881-00 1801-1000 1001-10 

fVaiiee 2.34 2.89 2.22 2.06 

Gennajiy 8.61 8.68 3.61 3.30 

England and Wales. . . 3.54 3.25 2.90 2.72 

1. Annuaire Statistique de la France, 1982, p. 238. 

TABLE II 

Annual Nubibeh of Deaths peb Hundred of Population' 
(Stillbirths not Included) 

(Territory of 1914) 1871-80 1881-00 1891-1900 1901-10 

France 2.26 2.05 1.92 1.64 

Germany 2.72 2.51 2.22 1.87 

England and Wales... 2.14 1.91 1.82 1.54 

1. Annuaire Statietique de la France, 1982, p. 239. 







TABLE III 

Annual Per Capita Income in France, Germant/ 
AND United Kingdom ( 1870 - 1913 ) 




F JOURNAL OF ECONOMICS 


oa a 




gllg ill 


I 

I 




^aoooeoeoto.c&c^^o) 


t- O lO 

S 00 00 < 


« « ‘C 

^ Q g 


e ^Sa <N 

rt ^Sp.S’S 

^ PU 7 O'w' ^ CO 


;2gSS2SS88g5^ 


g ®^ P iS 

Oi 

00 00 00 


00 00 9 ^ 


1-H N eo CO 

0 ^ Od Cd Od 


eS 08 ^ 

£ fe.'S fi cj S 2 

**• J> o, o .5 fl CO 

O^S'cOg 1 ^ 

O 6 J E 


*H fo eg 

S 5 S 8 


t. Tliis eBtiiDAte includes corDorstion 


TABLE IV 


SAVINGS IN A STATIONARY POPULATION 


65 





ADMISSION POLICIES OF LABOR UNIONS 

SUMMARY 

Introduction, 66. — Constitutional provisions and union practices: 
exclusion because of race, 67; exclusion because of citizenship, 72; because of 
political afBliations or beliefs, 75; because of creed, 76; because of sex, 77; 
closed unions, 78. — Exclusionary devices: initiation fees, 80; apprenticeship 
requirements, 82; competency tests, 83; license lasre, 83; permit cards, 84. — 
Why do unions deny the right to join? 84. — Economic limitations on ex- 
clusionary policies, 89. — Conclusions, 91. 

The rapid growth of labor unions and the vast extension of 
collective bargaining in recent years have focused increased 
attention on the internal affairs of these organizations which 
wield such great economic power. Numerous charges of dictator- 
ship and racketeering in particular unions have led many to 
believe that unions are generally undemocratic and irresponsible, 
but very little attempt has been made to determine the extent 
to which these practices exist or what is typical of the 4abor 
movement as a whole. 

One important part of the problem of internal democracy is 
the admission policies of unions, for the right of a worker to 
join a union is preliminary to all other parts of the problem. 
In this particular area there have been frequent charges of racial 
discrimination, closed memberships, and high initiation fees 
against individual unions, but no critical study has yet been pub- 
lished to indicate what proportion of unions actually deny admis- 
sion to workers who desire to join. 

The right of a worker to join a union is, in the first instance, 
governed by the parent or international union, for its constitution 
and by-laws are binding on all local unions. The international 
constitution usually limits the ri^t to join by requiring the 
worker to meet certain qualifications before he is eligible for 
membership.* It may, for example, require him to be employed 

1. Nearly all international constitutions prescribe the procedure by 
which locals shall admit new members. The usual provision is tW an eligible 
worker shall be admitted on a majority vote of the local. The Brotherhood of 
Locomotive Firemen and En^emea in its constitution provides that two 
“blackballs” will exclude, white the Boitermakers pro^e that three “black- 
balls” cam be overridden only by a two-thirds Vote of the local. In a few 
unions such as the Newspaper Guild, the Typographers union, and the Brick- 
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within the jurisdiction of the union, prove his skill, not be a member 
of a rival union, be white and male.’ The international constitution 
may also protect the right to jdn by prohibiting exclusion for 
certain reasons such as race, creed, nationality, or political beliefs. 
Within these loose limits, the local union is completely free to 
accept or reject any worker who seeks to join. Even these loose 
paper restrictions on the local’s power are meaningful only to the 
extent that the right to join is realized in practice. The inter- 
national may be unwilling or unable to compel compliance with 
its constitution and by-laws. 

In order to determine the extent to which unions exclude 
workers from membership, an analysis has been made of the 
admission provisions in the constitutions of 185 international 
unions, including practically all internationals of any impor- 
tance. All available studies relating to admission policies have 
been consulted in order to get as accurate a picture as possible 
of the practices of unions apart from their constitutional provisions. 
In addition, an attempt has been made to state the reasons why 
unions believe it is necessary to exclude workers within their 
jurisdiction, and to analyze some of the economic forces which 
tend to limit or expand the ability of unions to make their ex- 
dusionarj' practices effective. 

Constitutional Provisions and Union Practices 

In the overwhelming majority of cases, unions freely admit 
all workers within their jurisdiction without any substantial 
restrictions. It can fairly be stated as the general rule that the 
right of the worker to join is complete, and that this ri^t can be 
defined in terms of the exceptions to this general rule. This can 
be done by determining the extent to which unions exclude persons 
within their jurisdiction because of (a) race, (b) lack of citizenship, 
(c) political beliefs, (d) creed, (e) sex, or (f) because the union has 
closed its membership. These are the principal grounds for ex- 
clusion around which any substantial contention has centered.* 

layers, a rejected candidate may appeal to the National Executive Board, 
but this privilege is rarely exercised. In practice, the power to admit or exclude 
lies largely in the membership committee which investigates the applicant, 
for its recommendations are usually followed without question. 

2. See Table 1 at end of article. 

3. There are a few unusual grounds mentioned in various constitutions. 
The Blacksmiths exclude members of 'the state militia, sheriff’s office, police 
force, secret service, or miner’s police force.” The United Mine Workers 
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They will be discussed in turn, determining first the extent to 
which the international constitutions and by-laws exclude other- 
wise qualified workers, and second the extent to which local unions 
practice exclusion irrespective of the paper provisions. 

Exclimon Because of Rate, From its very beginning, the 
labor movement in this country has wrestled with the problem of 
admitting Negroes. Many of the early craft unions either excluded 
them or segregated them in separate locals.^ Although the Ameri- 
can Federation of Labor has repeatedly reaffirmed its desire to 
include all workers regardless of race or color,® it has failed to 
enforce that policy against a number of its constituent inter- 
nationals which continue their exclusionary practices.® In contrast, 
the Congress of Industrial Organizations has made non-discrimi- 
nation one of its basic principles and has coimtenanced no inter- 
nationals excluding because of race or color. ^ Because of the 
autonomous nature of these federations, effective control of ad- 
mission lies in the international, and it is chiefly their constitu- 
tional provisions and established practices which govern. 

The constitutions® of nine international imions explicitly 
deny the right to join on racial grounds. Five of these are affiliated 
with the AF of L® and the remaining four are the big independent 
railroad brotherhoods.^ Most of these unions provide that a 
worker to be eligible for membership must be “white, but the 
Railway Mail Association is more explicit, specifying those of 

exclude members of the National Chamber of Commerce, and the Long- 
shoremen (AF of L) exclude anyone ‘^dealing in spirituous liquors.^’ Such 
provisions are of little practical importance. Many unions exclude foremen 
or supervisory employees, and many exclude members of rival unions. These 
provisions are of importance, but they are generally conceded as being 
entirely proper. 

4. Spero and Harris, The Black Worker (1931), Chap. II. 

5. Franklin, Negro Labor Unionists in New York (1936), App. II. 

6. In the AFofL national convention in 1943, A. Phillip Randolph, 
president of the Brotherhood of Sleeping Car Porters, vigorously condemned 
the h 3 rpocrisy of the Federation in condoning discrimination practices by many 
of its internationals. See Report of Proceeding of 63d Annual Convention of 
AFofL, 1943, p. 421-422. 

7. Northrup, Organized Labor and the Negro. (1944), pp. 8 ot seq. 

8. Statements concerning provisions in union constitutions are summa- 
rized in Table I. Membership in the union is indicated by parentheses. 

9. Airline Dispatchers, Railroad Telegraphers (30,000), Railway and 
Steamship Clerks (204,200), Railway Mail Association (21,800), and Switch- 
men (9,300). 

1. Locomotive Engineers (76,000), Locomotive Firemen and Engincmen 
(119,686), Railroad Trainmen (210,570), and Railway Conductors (36,000). 
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“Caucasian race or native American Indian.” The Firemen's 
constitution defines “white” as excluding “Mexicans, Indians, or 
those of Spanish-Mexican extraction.” Althou^ the powerful 
Machinists union has no such provision in its constitution, it 
obtains the same result by having a provision in its ritual.* 

These provisions are aimed primarily at Negro workers, for 
they make up 95 per cent of the non-white laboring force,* but it is 
clear that these provisions by their terms also exclude workers 
of oriental ancestry, who in some sections of the country con- 
stitute a substantial group of workers. 

Five large AFofL unions, instead of openly excluding 
Negroes, provide for admitting them to auxiliary unions.* An 
auxiliary union is formed only where there are enou^ Negro 
workers to make a separate local and where a white local already 
exists. The auxiliary has no voice in national imion affairs, is 
represented by the officers of the white local in all bargaining 
with the employer, has no share in the grievance procedure, and 
must depend upon the business agent of the white local for all 
work assignments.* Admission to such an auxiliary must be 
recognized as another form of exclusion, for the bare “privilege” 
of paying duos and abiding by union rules can scarcely be said to 
amoimt to the right to join. 

While a total of fifteen international imions expressly deny 
the right to join because of race by provisions in their constitu- 
tions and by-laws, forty-seven expressly protect the right to join 
by provisions which prevent exclusion because of race. Twenty- 
nine CIO, fourteen AF of L, and four independent unions grant 

2. In 1890 the AFofL refused to accept the Machinists because of 
their constitutional provision excluding Negroes. The Machinists shifted it 
from their constitution to their ritual and were admitted to the AF of L in 
1895. Franklin, op. cit., p. 280. The Machinists have a membership of 625,000. 

3. Negro Handbook (1944), p. 215. 

4. Blacksmiths (10,000), Boilermakers (336,900), Maintenance of Way 
Employees (116,900), Railway Carmen (95,800), Sheet Metal Workers 
(25,0(X)). The Railway and Steamship Clerks exclude Negroes by their 
constitution but regularly admit them to auxiliaries, Northrup, op. cit., p. 3. 
For a brief history of the Clerks auxiliary unions, see Reynolds and KiUing- 
worth. Trade Union Publications (1944), p. 76, 

5. For a description of the status of auxiliaries, see Northrup, op. cit., 
p. 3. It is important to distinguish so far as possible between auxiliaries and 
segregated locals. The latter have full powers of self-government and are on 
an equal status with white locals. However, the line between the two is 
difficult to draw ^th accuracy, for Negro locals may be subordinate to white 
locals in varying degrees. 
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such constitutional protection.* Some unions, such as the Wood- 
workers (CIO), specifically prohibit exclusion by providing in 
thdr constitution that “No worker otherwise digible to member- 
ship shall be discriminated against or denied membership because 
of race . . . but others, such as the United Mine Workers, 
amply provide that all workers within the jurisdiction “shall be 
dibble r^ardless of color.” Although the latter type of provisions 
might by strict legalistic construction be interpreted as not 
binding the locals to admit Negroes, they appear to have the 
practical effect of protecting the Negro’s right to join. The 
Bricklayers (AFofL) protect against exclusion by providing 
that no person shall be blackballed except for incompetency, and 
that any discrimination because of race will be punishable by a 
fine of $100. 

These provisions purport to limit the power of the locals 
to admit or exclude workers, but the local practice may deviate 
from this norm because the international is either unwilling or 
unable to compel compliance.^ Thus the Machinists local at 
Lockheed-Vega has admitted Negroes in spite of the express 
prohibition in the international’s by-laws,* and the Providence 
local of the Boilermakers has admitted Negroes on a baas of 
equality, even though the international constitution provides 
for exclusion by admitting only to auxiliaries.* Likewise, the 
Atlanta local of the UAW (CIO) has refused to admit Negro 
janitors who were otherwise eligible, in spite of the international’s 
constitutional provision against exclusion and strong policy against 
discrimination.^ However, it appears that in the great majority 
of cases the provisions or policy of the international are voluntarily 
obeyed by the local unions. In a few cases the international has 
taken steps to compel recalcitrant locals to comply.* Thus the 

6. See Table I. 

7. Wolfe, Admission to American Trade Unions (1912), p. 126. 

8. Northrup, op. cit., p. 207. 

9. I Yearbook of American Labor (1945), p. 375. The Boilermakers 
international has now voted to give auxiliaries more autonomy and repre- 
sentation in the Metal Trades Council and the National Convention. 

1. Northrup, op. cit., p. 191; Weaver, Negro Labor (1946), p. 68. 

2 Northrup’s anal 3 rsis of unions in a number of different industries 
makes fairly clear that the policies within any one international are quite 
uniform. It seems safe to say that the policy of either denying or protecting 
the right to join because of race is made on the national level 
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National Executive Board of the Bricklayers used a threat of 
fines to compel the St. Louis local to admit two Negroes.* 

One hundred twenty-three of the unions surveyed have no 
provision whatsoever concerning exclusion because of race in their 
international constitutions. This means that in two-thirds of the 
unions there is no limitation on the locaPs power to admit or 
exclude Negroes as it sees fit. It is essential, therefore, to examine 
the practices of those unions which have no limiting provisions.^ 

By established custom, nine AF of L* and five independent* 
unions refuse to admit Negroes to their locals. In addition, one 
AF of and two independent* unions apply the more subtle 
method of relegating Negroes to auxiliaries. Although the indi- 
vidual local unions may be free from constitutional limitations, 
it is found that they will usually follow the pattern of their parent. 
There may be some deviation from the pattern within the local 
unions, such as a few Northern locals of the Plumbers and some 
West Coast locals of the Electrical Workers admitting Negroes 
in spite of the strong national policy of exclusion,® but such 
instances are the exception rather than the rule. The exclusionary 
policies of these seventeen unions a^e almost as effective and com- 
plete in barring Negroes as if there were express provisions in the 
international constitutions. 

On the other hand, many unions have a strong national 
policy against discrimination because of race. All of the CIO 
unions have admitted Negroes on an equal basis and have worked 
hard to break down racial prejudices.^ Both the United Mine 

8. Northrup, op. cit., p. 41. 

4. Material on exclusionary practices of unions is taken from Northrup, 
op. cit., pp. 3-5, and Spero and Harris, op. cit., Chaps. IV and V. Some 
unions lisW by Northrup as excluding Negroes by constitutional provision 
were found upon investigation to have no such provisions. These unions have 
been included among those which practice exclusion. 

6. Airline Pilots (2,700), Asbestos Workers (4,000), Electrical Workers 
(312,900), Flint Glass Workers (25,600), Granite Cutters (4,000), Masters, 
Mat^, and Pilots (3,000), Plumbers (130,000), Seafarers (30,000), Wire 
Weavers (400). 

6. Marine Firemen (3,000), Railway Shop Crafts, Railroad Yardmasters 
of America (3,500), Railroad Yardmasters of North America, Train Dis- 
patchers (3,500^ 

7. Federation of Rural Letter Carriers (400). 

8. Federation of Railroad Workers, Rural Letter Carriers Association 
(28,066). 

9. Northrup, op. cit., p. 211. 

1. American Civil Libbies Union, Democracy in Trade Unions (1943), 
p. 18. 
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Workers and the Ladies’ Garment Workers have repeatedly used 
pressure to compel locals to admit Negroes.* Althou^ the policy 
of non-discrimination of such unions is violated by some locals, 
especially in the South, they predominantly follow the pattern of 
their parent. 

In summary, two things should be noted. First, recognition 
of the right to join rests primarily in the international union. 
Its constitution and by-laws can bind the local, and its policies 
apart from the constitutional provisions will almost always be 
followed by the local. Deviations from the international’s norm 
do exist, but they are the exception. Second, denial of the right to 
join because of race is not typical of the labor movement, for 
only a relatively small proportion of unions practice discrimina- 
tion.’ Out of 185 international unions, only 32 (20 AF of L and 
12 independent) deny the right to join either by their constitutions, 
their by-laws, or by their established practices. These unions have 
about 2,500,000 members out of a total of 13,500,000 members in 
all the unions surveyed. 

Although the proportion is small, certainly the extent of 
discrimination is sufficient to merit serious consideration. Num- 
bers, moreover, do not tell the whole stoiy, for exclusion is not 
evenly distributed but is concentrated in two main areas. Negroes 
are barred from almost all of the unions in the railroads with the 
exception of the Redcaps and the Sleeping Car Porters. They 
are also barred from a large portion of the skilled craft unions, 
such as the Boilermakers, Machinists, Electrical Workers, and 
Plumbers. It is to be noted that these are some of the most power- 
ful unions, and that they control many of the higher paying and 
more desirable lines of endeavor.* In view of this, the problem 
becomes one of pressing importance. 

Exclusion Because of Citizenship. The vast influx of immi- 
grants, in some years going well over the million mark and totaling 

2. Northrup, op. cit., p. 161. 

3. Apparently the extent of union ducrimination because of race is 
exceedingly small compared with the extent of employer discrimination. In 
the last six months of 1943, the FEPC had only 82 complaints against labor 
unions as compared with 1848 complaints against employers. Labor Fact 
Book No. 7 (1M5), p. 171. In its first year of operation, the New York Anti- 
Discrimination Committee had only 15 complaints against unions as compared 
with 205 complaints against employers. Annual Report (1946), p. 19. 

4. Northrup, op. cit., pp. 0-84, 49-100, 211-217, and 233, 234. 
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38 million in a period of 100 years,* has always been viewed with 
apprehension by the Ameripan worker. Employers sought these 
newcomers as a source of cheap labor, used them as strikebreakers, 
and hoped that the Old World antagonisms would keep the workers 
divided. In spite of the fact that unions were built predominantly 
from immigrant workers,* the American Federation of Labor as 
early as 1897 urged limitation of immigration. Its continuous 
efforts^ culminated in the National Origins Act of 1924, which 
limited the yearly quota to 150,000. 

It was inevitable that this deep antagonism to immigrant 
labor should be reflected in the admission policies of national 
unions; and although the then compelling reasons are now gone,® 
the provisions in the constitutions and the union practices still 
persist. 

The constitutional provisions vary widely in their discrim- 
ination against aliens. Seven small unions require full citizen- 
ship as a qualification of membership, thus completely barring 
all aliens.® Twenty-two unions, including such large ones as the 
Carpenters, Hodcarriers, and the Teamsters, require that the 
worker must have filed a declaration of intent to become a citizen.* 
Four of these, the Brewery Workers, Building Service Employees, 
Hotel and Restaurant Employees, and the Musicians have the 
additional requirement that the worker become a citizen as soon 
as he is eligible. The Marine Cooks require only that the worker 
be “eligible for citizenship.”® 

Some unions, while not explicitly limiting membership to 
dtizens, achieve the same effect by charging aliens special initi- 

5. Daugherty, Labor Problems in American Industiy^ (1^1), p. 243. 

6. Hourwich, Immigration and Labor (1912). In Chap. 15 he presents 
evidence to show that the labor movement was essentially of foreign origin 
and that immigrants joined more readily and were more loyal than native 
Americans. 

7. Lorwin, American Federation of Labor (1933), pp. 53, 272, 402. 

8. Immigration since 1930 has been less than 50,000 a year. Field, 
The Refugee in the United States (1936), p. 20. This excludes the immigration 
of Mexicans and Canadians, who do not come under the quota system. 

9. AFofL: Bookbinders (28,900), Broom and WLisk Makers (300) 
Glass Workers (25,600), and Glove Workers (3,100). CIO: Marine Engineer, 
(11,000). Independent: United Licensed Officers (2,000), and Welders (3,000). 

1. See Table I. 

2. Affiliated with the CIO, membership 6,000. This is in effect an 
exclusion of immigrants from the Orient, and therefore is an exclusion based 
partiaUy on race. 
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ation fees. Although this practice is not as widespread as formerly,* 
five small unions still have such discriminatory provisions.* 
The extreme case is the Wire Weavers, who charge foreign workera 
a special initiation fee of $1,000. 

It is almost impossible to determine the extent to which the 
practices of local imions conform to the national policy. A survey 
in New York Qty found that the Musicians strictly enforced the 
requirement of becoming a citizen as soon as possible by stamping 
the word ‘'alien'’ on the membership card of noncitizens. The 
Bricklayers go beyond the constitutional requirements and refuse 
to admit any alien unless he is a skilled worker. In contrast, the 
Bakery Workem admit aliens without any restriction, even though 
the constitution requires a declaration of intent; and the Long- 
shoremen give the business agent power to admit or reject aliens 
as he sees fit.® In spite of these variations, it is believed that the 
locals usually follow the constitutions fairly closely. 

In measuring the denial of the right to join because of citizen- 
ship, some summaries may be helpful. Thirty-one unions (27 AF of 
L, one CIO, and three independents) with a total membership 
of about 2,500,000 have some form of citizenship bar, but only 
seven of these with a total membership of about 74,000 bar all 
aliens. As to the size of the group excluded, there were 2,322,000 
aliens gainfully employed in 1940,® and two-thirds of all aliens in 
the country did not have their first papers.’^ Although some of 
them may have only themselves to blame for not being able to 
qualify for membership in a union, it is estimated that 90 per cent 

3. Wolfe, Admission to American Trade Unions (1912), pp. 102-105, 

4. The Glass Cutters (1,600), and the Photo Engravers (10,900), charge 
a special initiation foe of $200, if the trade is learned in a foreign country, and 
the Wall Paper Craftsmen (2,800) charge $300. The Stone Cutters (1,900) 
require that an applicant from a foreign country must pay $100. Wire Weavers 
(400). All of these are affiliated with the AF of L. 

5. From a report by Milton Berber to the American Civil Liberties 
Union (1943). 

6. Handbook of Labor Statistics (1941), p. 298. 

7. 


Status 

All Aliens 

All Aliens 
over 21 

Male Aliens 
over 21 

Filed Declaration 

Filed no Declaration 

Total , 

924,624 

2,655,128 

910,416 

2,424,976 

574,296 

942,855 


3,479,662 

3,335,392 

1,517,151 


From The 16tb Oeneue of the United Stetee (1940) Populetioa, Vol. II, p. 10. 
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are unable for the time to become citizens, ^ and under the Oriental 
Exdusion Act many of them are not even eligible for citizenship. 

Thirty-four unions provide in their constitutions that there 
shall be no exclusion because of ^^nationality. Such a provision 
probably does not protect aliens from exclusion, for the Broom and 
Whisk Makers have such a provision and at the same time require 
citizenship as a qualification for membership. 

Exdusion Because of Political Affiliations or Beliefs. To 
those who have been saturated with the polemics against labor 
unions because of their alleged communistic attitudes it may come 
as quite a surprise to find that at least 30 international unions, 
with a total of nearly 4,000,000 members, have constitutional 
provisions denying the right to join because of political affiliations 
or beliefs.^ All of these provisions, with one exception, ^ contain 
clauses which either expressly or impliedly exclude communists. 

Most of these provisions make membership in a forbidden 
organization the test. Thus the Woodworkers exclude “members of 
the Communist, Nazi, and Fascist parties.^^ The United Mine 
Workers add to this list members of the IVVW and the Ku Klux 
Klan, and the Painters add members of the German-American 
Bund. Some unions, such as the Rubber Workers, include a general 
clause excluding members of “any other organization which has 
for its purpose the overthrow of our democratic form of govem- 
ment“.* 

A few of these provisions make personal political beliefs the 
test. Thus the Bill Posters exclude “anyone advocating overthrow 
of the government by force'^ ; and the Teamsters bar any member 
of the Communist Party or anyone who subscribes to its doctrines.^ 

In local union practice, these paper provisions are very rarely 

8. Field, 'Aliens and Unemplo 3 anent,'' this Journal, Vol. 49, p. 633, 

9. See Table I, 

1. Twenty-three are affiliated with the AF of L, four with the CIO, and 
three are independent. See Table I. 

2. The Blacksmiths exclude only members of the IWW. 

3. The Bridge and Structural Iron Workers exclude members of “any 
organization of Communists,” the National Farm Labor Union excludes 
“Communists, Fascists, Ku £lux Klansmen, and other subversive elements,” 
and the Aluminum Workers (CIO) exclude “anyone affiliated with any 
org;anization whose principles and philosophy are contrary to the consti- 
tution of the international.” 

4. The American Editorial Association excludes anyone “espousing 
Communism, Fascism, Nazism, or any other alienism or advocating the 
violent overthrow of our national institutions.” 
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put into effect in denying admission to workers who seek to join.* 
Since membeiship in such organizations is usually not openly 
avowed, it is seldom known and may be extremely difficult to 
discover. Personal beliefs may be even more difficult to prove. 
However, it must be recognized that these clauses, because of 
their generality, place an almost unlimited power in the hands of 
the membership committee to exclude anyone of a different political 
opinion.* This potentiality is made clear by the frequent use of 
these clauses to expel members of rival factions when there is a 
struggle for power within the union.^ 

Although denial of the right to join on political grounds 
appears on its face to be quantitatively greater than denial of the 
right to join because of race or citizenship, it is not in practice as 
serious a problem. It is of concern primarily because the large 
number of discriminating clauses offer a considerable potential 
danger. 

In contrast to those unions which deny the right to join 
because of particular political affiliations or beliefs, twenty-nine 
unions protect the right to join by constitutional provisions which 
prohibit local unions from discriminating on political grounds.® 

Exclusion Because of Creed. Although a considerable number 
of unions exclude because of race, citizenship, and political beliefs, 
only two international unions have be«i found which have any 
constitutional restrictions on admission because of creed. The 
Master, Mates, and Pilots require a worker to be a “firm believer in 
God, the Creator of the Universe," and the Railway Carmen 
exclude a worker unless he “believes in the existence of a' Supreme 
Being.”* There is no evidence that the unions make any attempt 
to enforce these vague provisions. 

There is some reason to believe that isolated locals discrimi- 

5. American Civil Liberties Union, op. cit., p. 16, 

6. “Commvmists and Unions,” Nation, Vol. 152, p. 228. 

7. Schneider, The Workers (Communist) Party and American Trade 
Unions (1927) is a history of the struggle within unions and shows the free use 
of the expulsion power to eliminate opposition. In some cases the opponents 
were expelled on political grounds, even though there was no such provision 
in the constitution. See also Millis and Montgomery, Organized Labor (1945), 
p. 179; Perlman and Taft, History of Labor (1933), ch. 40; Lorwin, American 
Federation of Labor (1933), p. 259. 

8. See Table 1. 

9. Until recently the Wire Weafvers admitted only "white Christians.” 
Northrup, op. cit., p. 261, n. 4. This provision no longer appears in the consti* 
tution. 
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nate to some degree against Catholics or Jews, but it is difficult 
to find any evidence of spraific instances of such discrimination. 
It is wdl known that some locals in the needle trades in New York 
are exclusively Jewish, but this is to expedite union business by 
segregation in order that meetinp may be conducted in Yiddish, 
since many of the workers are unable to readily understand English. 
Just as many unions have constitutional provisions protecting 
workers against exclusion because of race, nationality, or political 
beliefs,* forty-six unions protect against exclusion because of creed.* 

ExdvMon Because of Sex. Labor unions in their early day 
were looked upon, in part, as social clubs for the working man, and 
in such an organization women had no place.* As unions became 
increasingly interested in the economic welfare of their members, 
the desire to exclude women continued, because of fear of compe- 
tition for jobs.^ The Knights of Labor attempted to organize 
women on an equal basis, but failed because of the continued 
opposition of the men.® The AF of L also advocated the admission 
of women and expended great amounts of funds and energy to 
organize them;* but as in the case of Negroes, it was never able to 
enforce its policy against the international unions. Only gradually 
have the internationals removed their constitutional bars against 
women,’ the last being the United Mine Workers in 1942* and the 
Boilermakers in 1944.* It was estimated that about 3,500,000 
women belonged to unions in 1944, or about 20 per cent of all 
women employed in non-agricultural work.* 

Only eight unions have been found which now have con- 
stitutional provisions excluding women, and all but three of these 

1. The same clause usually gives protection on a number of different 
grounds. Thus the National Maritime Union constitution provides that 
**No person shall be excluded by reason of race, color, religious beliefs, sex, or 
political affiliation,” and the United Electrical Workers (CIO) constitution 
provides that a worker shall be eligible “regardless of skill, age, sex, nationality, 
color, religious or political beliefs or affiliations.” 

2. ^ Table I. 

3. Wolfson, The Woman and the Trade Union (1925), p. 55. 

4. Wolfe, Admission to American Trade Unions (1912), Chap. IV. 

6. Wolfson, op. cit., pp, 62 et seq. 

6. Lorwin, op. cit., p. 108. 

7. Wolfson, op. cit., pp. 74 et seq. 

8. American Civil lil^rtics Union, op. cit., p. 16. 

9. Labor Fact Book No. 7 (1945), p. 70. 

1. Idem. 
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are railroad unions,* The customary provision simply requires a 
worker to be ^‘rnale^^ to be eligible for membership. These unions 
cover a relatively small number of workers and occupations, but 
it is believed that the exclusion of women is much more widespread 
than the constitutional provisions would indicate, especially in the 
skilled trades.* 

Here again, many unions take a contrasting position by giving 
constitutional protection to women in their right to join. The 
constitutions of 19 unions provide that no worker shall be excluded 
because of sex, and 19 others provide that '^male and female^' 
workers shall be eligible.^ 

It is generally thought that women are excluded only from 
unions covering those trades in which they are rarely employed. 
War experience, however, has shown that there are relatively few 
jobs which women are unable to perform, and the fact that they 
are not employed in a trade may be the result of an exclusionary 
policy of the unions.* In 1944 there were an estimated 19,000,000 
women employed, 85 per cent of whom planned to continue 
working after the war.* For a group of unions, even though the 
number is relatively small, to exclude 30 per cent of the working 
population from membership must be considered a substantial 
restriction on the right to join. 

Closed Unions. Workers may be denied the right to join, not 
because they are members of some particular group which is dis- 
criminated against, but because the union has closed its mem- 
bership books and refuses to accept any new members, or accepts 
only a few favored ones such as relatives of members.^ 

2. AFof L: Airline Dispatchers, Operating Engineers (100,000), 
Eailway Mail Association (21,800), Switchmen (9,300), Wire Weavers (400). 
Independent: Railroad Trainmen (210,570), Railroad Yardmaaters (3,500), 
Railway Conductors (36,000). 

3. ''But more than 25 national unions still exclude women. About half 
of these are in the railroad industry, and the rest are chiefly in the skilled 
crafts where women are rarely employed.” American Civil liberties Union, 
op. cit,, p. 16. 

4. See Table I. 

5. Among the industries which women entered during the war were 
blast furnaces, rolling mills, machine tools manufacture, and shipyards. 
Yearbook of American Labor (1945), p. 416. 

6. Labor Fact Book No. 7 (1945), pp. 163-164. 

7. It is said of the building trades in St. Louis, "A boy has as good a 
chance to get into West Point as into the building trades unless his father or 
his uncle is a building craftsman.” Apprenticeship in Building Ckmstruction, 
Bureau of Labor Statistics Bull No. 459 (1996), p. 9. 
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Only six internationals have provisions in their constitutions 
relating to this practice.. Both the Hosiery Workers and the 
Horseshoers provide that no new members shall be accepted by a 
local when any of the local’s members are unemployed, and the 
Brewery Workers provide that no new members shall be admitted 
unless jobs are available. On the other hand, the Hatters and the 
Wall Paper Craftsmen provide in their constitutions that the 
memberGhip books shall not be closed without the consent of the 
Executive Board of the international, and the Musicians provide 
that a local must accept all competent musicians. In all other 
unions the control of the practice lies exclusively in the local 
union. 

It is impossible to determine precisely to what extent the 
various 75,000 local unions close their membership books, for no 
systematic study has yet been made. A few horrible examples, 
such as Local 110 of the Motion Picture Operators in Chicago 
refusing to accept any new members for 16 years, have been widely 
publicized,* but it is generally agreed that there are relativdy few 
imions which engage in this practice.' In periods of normal 
bus i ness activity it is confined mainly to the building trades, 
motion picture and theatrical fields, building service, food and 
newspaper delivery, photo-engraving, lithography, bill posting and 
diamond cutting. In periods of depression and mass unemployment 
it may appear in many other industries, such as the garment trades, 
minin g, printing, and longshore work.* Closed unions are generally 
more prevalent in the skilled than the unskilled trades, and are 
limited mainly to the highly unionized trades. 

Limitation of membership is often forbidden by the national 
unions, which naturally prefer an expanded membership which 
brings in more dues and more power to control wage standards.* 
The Operating Enpneers have taken over local unions that refused 
to accept new members,* but more often the parent is either unable 
or imwilling to enforce its policy against a stubborn local. The 
closed union may also be forbidden by the collective bargaining 

8. Seidman, Labor Czars (1938), p. 174; Toner, Closed Shop (1942), 
p. 164. 

9. Millie and Montgomery, op. cit., p. 260. 

1. American Civil Liberties Union, op. cit. (1943), p. 19; Loft, The 
Printing Trades (1944), p. 213; Lorwin, op. cit., p. 611; Sliohter, Union 
Policies and industrial Management, pp. 64-67. 

2. American Civil Liberties Union, op. cit., p. 19. 

3. Slichter, op. cit., p. 66. 
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contract mth the employers. The contracts of the Amalgamated 
Gothing Workers in Chicago and Milwaukee have provided for 
open unions, and Actor’s Equity made an agreement in 1924 with 
the Managers Protective Association for a 25-year period which 
provided that the union would be kept open and the initiation 
fees would not be raised without consent of the Association.* This 
type of provision is rare, for the employer is either not concerned 
about the worker’s right to join or is unable to extract this con- 
cession from the union. 

Although closed unions are the exception and not the rule, the 
example of Local No. 3 of the Electrical Workers in New York has 
shown that in some trades and some areas they are able to obtain 
complete control of the labor market.* They have a natural tend- 
ency to increase during depression years when jobs are scarce, and 
there is some reason to fear that, as unions become more powerful, 
denying the right to join by closing the membership books may 
become more prevalent.* 

Exclusionabt Devices 

Denial of the right to join does not always reveal itself in 
express form, but is often achieved by more subtle means. In the 
foregoing sections the extent of denial has been surveyed regardless 
of how achieved. This must now be supplemented by considering 
the various devices which are used within the local unions either to 
close the membership or to discriminate against unwanted groups. 

Since most unions admit only upon a majority vote of the 
membership, or provide for blackballing by a small number, 
denial of the right to join may be effected simply by a negative 
vote. More specifically designed and generally applicable devices 
are high initiation fees, apprenticeship rules, skill tests, licensing 
laws, and permit cards. 

Initiation Fees. Where locals are given freedom to set initiation 
fees, they may set them so high as to effect complete exclusion. 
The Motion Picture Operators of Cleveland charge $1,000, the 
Seattle Truckers $500, and the Chicago Glaziers $1,500.’ It is 

4. Idem, p. 73. 

5. See Allen Bradley v. Local No. 3, 325 U. S. 797, 65 S. a. 1533 (1945). 
Sullivan, The Labor Union Racket, pp. 21-28. 

6. American Civil Libertke Union, op. cit., p. 20; Tipton, "Cloeed Unions 
in Modem America” (1942), Social Science, Vol. 17, p. 81. 

7. Arnold, “Labor’s fi^den Hold-up Men,” Reader’s Digest, Vol. 38, 
p. 136. The New York Checker’s local of the Longshoremen’s Union charges 
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admitted that no one ever pays these fees — they are intended 
solely to exclude. ® The fee may be set so high as to discourage many 
from joining, yet not so high as to exclude everyone. The Perth- 
Amboy Electricians in 1926 charged S200, and the New York 
Lathers in 1930 charged $280 ; but exclusion was not intended to be 
complete, for there were provisions for paying the fee by install- 
ments.® This kind of fee serves the dual purpose of partly limiting 
membership and also enriching the union treasury. In these 
unions there is a right to join — for a price. 

In order to prevent locals from using high initiation fees as 
a device for closing the membership or substantially discouraging 
workers from joining, many international constitutions either 
fix the initiation fee or provide for a maximum which the local 
can charge. Ninety-eight unions have such provisions in their 
constitutions. In 88 the maximum is set at $100 or less, and in 
71 it is $25 or less.^ In the other 87 internationals, the locals are 
free to set the initiation fees as lugji as they choose. However, a 

a S500 fee in advance ; the Motion Picture Machine Operators locals in New 
York and Chicago have levied fees ranging from $300 to $1,000. Local 644 
Photographers of the Motion Picture Industry affiliated with the Stage 
Employees has reciuircd $500 on application and $500 on admission. Other 
locals with initiation fees from $200 to $500 have been the Cement Masons, 
Motion Picture Studio Mechanics, the Bill Posters, and the Carpet and 
Linoleum Layers — all of New York City; the Glaziers in Cincinnati, the 
Electrical Workers in Cleveland, and the Chicago Flat Janitors. American 
Civil Liberties Union, op. cit., p. 23, 

8. William Green, in answer to charges, denied that anyone ever paid 
the Glaziers $1,500. He said it was purely an exclusionary device. New York 
Times, May 13, 1941, p. 17. 

9. Slichter, op. cit., p. 10. 


L 

»25 1100 Over 

Affiliation or less or less $100 Miscellaneout (h) 


AFofL 31 13 1(a) 6 

CIO 24 1 .. 2 

Independent 16 3 .. 2 


71 17 1 9 


(a) The Elevator Constructors set a fee of $300. 

(d) Five of these provide that the fee or the maximum shall be set by .the parent. The 
Hatters provide that the maximum shall be the prevailing weekly wage scale, the Plasterers 
set the maximum at 10 times the daily wage, the Sheet Metal Workers set it at 100 hours of 
labor at the minimum wage, and the Stage Employees set it at four times the highest regular 
weekly wage scale in the union. The last three set a maximum which is probably in excess of 
1100 . ^ ^ 

The Operating Engineers have enforced their constitutional limitation by taking over 
locals which insist on excluding by charging high initiation fees. Slichter, op. cit., p. 66. 
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study of 300 locals revealed that the high initiation fees occurred 
primarily in the skilled crafts, but that relatively few locals charge 
exorbitant fees and that not many workers were affected. In gen- 
eral, the fees in the CIO are considerably lower than those in the 
AFofL.* 

It has already been pointed out that initiation fees are used 
by five unions to discriminate against aliens by charging them a 
higher initiation fee. A more subtle but more widespread discrimi- 
nation against Negroes may also be effected; for where the fee is 
as much as $100, it will exclude many Negroes because they too 
often lack the financial resources to pay that amount.* 

Apprenticeship Requirements. Although 51 unions have con- 
stitutional provisions regulating apprenticeship, only 21 of these 
purport to require apprenticeship or working experience for 
admisdon to membership,* and it is doubtful if these requirements 
are very rigidly enforced.* 

These regulations have purposes other than restricting mem- 
bership. They are designed to guard a^nst employers who would 
try to undercut union standards by employing large numbers of 
apprentices at low wages for long terms. They may also be used to 
limit the number who are trained in a trade in order to prevent an 
oversupply of workers. At one time the Printers so limited the 
number of apprentices that fewer were indentured than withdrew 
from the trade.* However, union regulations are seldom the cause 
of a shortage of skilled workers, for investigations have shown 
that employers have almost uniformly indentured less appren- 
tices than the regulations would permit.* 

Requiring apprenticeship or working experience for admission 
to the union is effective only where the union has control of the 
opportunities for learning the trade. Technological changes and the 
increased opportimity to learn trades in schools and by other 
means have reduced the effectiveness of this device in excluding 
workers from the union.* However, these regulations do offer an 

2. Taft, Dues and Initiation Fees in Labor Unions, this Journal, Febru- 
ary, 1946, p. 219. (Out of the 300 locals, only 27 chuged more than $100 
initiation fee, and 206 charged $50 or less.) 

3. Franklin, op. cit., p. 274. 

4. See Table I. 

6. Slichter, op. cit., p. 10; Millie and Montgomery, op. cit., p. 447. 

6. Loft, op. cit., p. 214. 

7. Slichter, op. cit., pp. 28, 33. 

8. Motley, Apprenticeship in American Trade Unions, p. 58; and Wolfe, 
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indirect but real handicap to the Negro. In the South he rarely 
has a chance for training in a trade throu^ the schools, and very 
few white craftsmen will take him as an apprentice.* 

Competency Tests. Twenty international unions have con- 
stitutional provisions requiring competency in the trade as a 
condition of membership.^ The Bricklayers require an applicant 
to pass a skill test; the Carpenters provide that the applicant must 
be able to conunand the standard union scale; and the Printing 
Pressmen require that he be a “qualified worker.” These require- 
ments may be perfectly proper to enable a union to guarantee an 
employer satisfactory workmanship. However, they may be used 
as a device to exclude any or all applicants as the officers decide,* 
and they have frequently been used as a subterfuge for denying 
Negroes admission.* 

License Laws. Many unions in the skilled trades have used 
political pressure to obtain passage of state laws or city ordinances 
providing for licensing of workers.* Licenses may be required for 
plumbers, electricians, stationary engineers, motion picture 
operators, barbers, and many others. The majority of the licensing 
committee are almost always union members, who are then in a 
position to exclude imwanted persons from the trade. The Plumbers 
and Electricians (AF of L) have openly advocated these laws as 
devices for restricting the number of available workers and espe- 
cially for excluding Negroes.® Inspection laws may be used in the 
same fashion; for when inspection is controlled by the union, re- 
fusal to approve work done can quickly drive non-union workers 

op. cit., Chap. II show the decline of apprenticeship. In the last ten years the 
Federal Government has attempted to revive and stimulate the apprenticeship 
system. See Federal Committee on Apprentice Training, What the Federal- 
State Apprentice Training Means to Employers (1935) ; same, The Apprentice 
and the School (1039) ; same, Out of Crisis, Opportunity I (1940). 

9. Apprenticeship requirements have tended to eliminate Negroes from 
the bricklaying trade among others. Northrup, op. cit., p. 38. 

1. See Table I. Two unions, the Cannery Workers and the Packing 
House Workers, provide in their constitutions that a worker shall be eligible 
regardless of skill. 

2. Wolfe, op. cit., p. 70. 

3. Franklin, op. cit., p. 274. 

4. Slichter, op. cit., p. 47. ‘ _ 

5. Negro plumbers in Baltimore were failed because of a deficiency in 
calculus. Northrup, op. cit., pp. 23, 25. The Locomotive Firemen and En^e- 
men advocated a federal hewing law as a device for excluding Negroes. 
Spero and Harris, op. cit., p. 477. 
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from the trade.^ Although these laws do not directly exclude 
workers from membership in the union, they are used to achieve 
the same end as other exclusionary devices. 

Permit Cards. If a union restricts its membership below that 
which is required to meet the peak demands for labor, it must make 
some provision for permitting non-union workers to work with 
union members during the rush period.^ This is usually done by 
issuing permit cards for a fee of $1 or $2 a week, which entitles 
them to work temporarily but gives them no rights as. union 
members. This device has been used by the Carpenters, Electri- 
cians, Longshoremen, and Brewers unions to handle peak work 
loads.® It has recently been adopted by the Machinists to allow 
Negroes to work where the union has a closed shop contract with- 
out admitting them to membership.® 

The permit system may be abused by a union which attempts 
to capitalize on its monopoly position by charging high fees for the 
cards.^ In a few cases it is used as a source of graft by corrupt 
union leaders, who sell permit cards to outsiders even when regular 
members are without work,* Just as national unions have opposed 
closed unions, they have also opposed the permit system. A 
such as the Operating Engineers, prohibit locals from issuing 
permit cards.® 

Why Do Unions Deny the Right to Join? 

Unions which deny the right to join do not act out of sheer 
malice or arbitrariness, but upon what seem to them good and 
sufficient reasons. For the most part these reasons grow out of 
conditions in our social and economic systems which are beyond 
the power of the union to control. 

First and foremost of the reasons for excluding other workers 

6. Northnip, op. cit., p. 23. 

7. Toner, op. cit., p. 165. 

8. American Civil Liberties Union, op. cit., p. 23. 

9. Weaver, op. cit., p. 226. 

1. Locals of the Electricians (APof L) sold permits for $1 or $2 a day 
during the construction of some of the army camps. Arnold, *^Labor^s Hidden 
Hold-up Men,*^ Reader's Digest, Vol. 38, p. 136. 

2. Malloy of Local 110 of the Motion Picture Machine Operators in 
Chicago sold permits for $450 to $1,000 while members of his own union were 
idle. Seidman, op. cit., p. 174, Kaplan of Local 306 in New York used the 
same technique to exploit workers. Sullivan, This Labor Union Racket 
(1936), p. 56. See also Millis and Montgomery, op. cit., p. 260. 

3. Slichter, op. cit., p. 70. 
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is the desire of union members to obtain for themselves a priority on 
available jobs. With the exception of the war periods, our economy 
has at no time in the last forty years supplied enough jobs for 
all who wanted to work,"* and many of the jobs which it did supply 
paid extremely low wages.* There is, therefore, a constant competi- 
tion among workers for the available jobs, and there is even keener 
competition for jobs in those industries where wages are compara- 
tively high. Threatened by these sources of job competition, those 
who are already members of a union may feel compelled to combine 
exclusionary practices with the closed shop in order to preserve for 
themselves the limited number of higher paying jobs which are 
available.* 

When technological changes have reduced the number of 
workers needed, such as happened in the glass industry, the unions 
have often attempted to counterbalance the decreased demand by 
closing thar membership.^ During depression years when jobs 
are scarce, many unions, such as those in the garment trades and 
mining, close thar membership in order to give their older members 
priority in any work which may be available.* In industries where 
the number of workers required fluctuates, such as in longriioie 
work and the building trades, unions often limit membership to 
the number who can be regularly employed, thus insuring thar 
members nearly full-time employment.* SuflBcient temporary 
permit cards can be issued to supply the needs of the rush periods.* 

4. Between 1890 and 1940 there have been between 1,000,000 and 
16,500,000 unemployed. This number varies between five and 31 per cent 
of the working force, with an average of about 12 per cent. Daugherty, 
op. cit., pp. 65-66; Douglas, The Problem of Unemployment (1931), p. 26. 
In October, 1941, there were still 3,900,000 unemployed. Handbook of Labor 
Statistics (1941), p. 183. 

5. In 1939 over 14 million workers earned less than $600 a year and 
22 million earned less than $1,000 a year. Statistical Abstract (1945), p. 409. 
Farm labor averaged from $25 a month in 1933 to $43 a month in 1941. Idem, 
p. 153. In 1944 there were four million industrial workers earning less that 
40 cents an hour. Labor Fact Book No. 7 (1945), p. 133. 

6. Tipton, op. cit., p. 81. 

7. Slichter, op. cit., p. 67. The Lacemakers restricted membership 
between 1907 and 1914 upon the increased use of machinery. Ibid. 

8. American Civil Liberties Union, op. cit., p. 21. 

9. American Civil Liberties Union, op. cit., p. 21. 

1. **If a portion of those permit card men were admitted to regular 
membership it would create an unwholesome layoff during the duU season 
under our rotation system, and it is natural that the regular members oppose 
admitting permit men to regular membership in order to protect themselves 
against unwholesome layoffs.” President of Brewers, ProceedingiB of 28th 
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In some cases the use of the closed union has been abused by 
limiting membmhip to less than the normal needs of the industry. 
This practice, which greatly increases the members’ earnings 
throu^ extra pay for overtime work, has been used frequently in 
the building trades, especially during the construction of army 
camps at the begiiming of the war.* It has occurred also in the 
brewing industry, printing, photo-engraving, theatrical crafts, and 
among the glaziers.* 

The closed union is used by workers who seek to eliminate all 
competition for their jobs. However, they may seek only to reduce 
competition by excluding particular groups which they believe 
constitute a special threat to their job security. Thus exclusion of 
Negroes,^ aliens,* and women* has been motivated primarily by a 
desire to eliminate these particular sources of notoriously cheap 
labor as potential job takers. 

The second reason for denying workers the right to join is the 
desire to protect the union from internal disruption. The union 
can be effective in bargaining with the employer and enforcing its 
demands only to the extent that it can maintain its strength and 
take unified action. Many unions have refused to admit Neg^s 
because of the fear that it would either drive white workers into 
unions which excluded Negroes or create such dissension among 
the members that effective and cohesive action would be impossi- 
ble,^ This fear is not totally unfoimded, for in some instances 

Convention (1942), pp. 132-134, quoted in Shister, Trade Union Govern- 
ment — A Fornaal Analysis, this Journal, November, 1945, pp. 78, 94. 

2. The Steamfitters at Fort Snead admitted only six men so they could 
obtain large amounts of overtime pay. Arnold, **Labor^B Hidden Hold-up 
Men,” Reader’s Digest, Vol. 38, p. 136. 

3. American Civil Liberties Union, op. cit., p. 21. 

4. Northrop, op. cit., p. 5 (most exclusions occur in skilled craft unions 
which are work-scarcity conscious); Spero and Harris, op. cit., p. 56 (“It is 
the desire to restrict competition so as to safeguard job monopoly”) ; Wolfe, 
op. cit., p. 133 (“The economic is the strongest single factor”). 

5. Wolfe, op. cit.. Chap. VI. Much of the discriminatory policy was 
aimed not only at excluding aliens who had already arrived but to discourage 
others from coming. See also Hourwich, op. cit., p. 45; Report of the Immi- 
gration Committee, 61 Cong. 3d Sees. ^n. Doc. No. 764 (1911), pp. 371 ot 
seq. 

6. Wolfe, op. cit , Chap. IV; Lorwin, op. cit., p. 220, 

7. In many instances employers have played upon the race issue in 
order to create dissension among the strikers. In the coal mines, employers 
attempted to keep a “judicious mixture” of Negroes and different nationalities 
in order to prevent unionization. Cayton and Mitchell, Black Workers and 
the New Unions (1939), pp, 320 et seq.; Northrup, op. cit., p. 161. 
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admission of Negroes has resulted in weakening the union.^ 
However, this danger can be overcome, and it has been overcome 
by many unions in both the North and the South.® 

Similar arguments were at one time presented to justify the 
exclusion of women. It was said that they would destroy the 
fellowship and spirit of the union meetings, and that they would 
even cause dissension among the men who would vie for their 
favor.^ Needless to say, those supposed fears have proved un- 
founded. 

Exclusion of communists is based almost entirely on the desire 
to prevent destructive dissension in the ranks. In many cases where 
communists have obtained a foothold, the union has been tom by 
struggles between rival factions.® This dismption has often re- 
sulted in wildcat strikes,* loss of bargaining power,* interference 
with the conduct of authorized strikes,® and finally a falling off of 
union membership.* 

The third, and perhaps the least important, of the reasons for 
exclusionary policies is that those policies are simply a reflection 
of the social attitudes of the union members. There is no doubt 

8. Spero and Harris, op. cit., pp. 68 et seq. 

9, lYanklin, op. cit., Chap. VI; Cayton and MitcheU, op. cit., Chap. 
XVIII. 

1. Wolfson, The Woman Worker and the Trade Union (1926). 

2. Millis and Montgomery, op. cit., pp. 241-242; Taft, “New Unionism 
in the United States,” American Economic Revue, Vol. 29, pp. 313, 320 (de- 
scription of the turmoil in the UAW (CIO) and the National Maritime 
Union because of the struggle for power between the communists and the 
non-communists). 

3. Schneider, The Workers (Communist) Party and American Tr^e 
Unions, p. 46, reports that communist-dominated locals of the United Mine 
Workers in Kansas and Illinois called repeated strikes in order to embarrass 
Lewis and seize control. 

4. Schneider, op. cit., pp. 75, 93, states that the communist faction of 
the ILGWU during negotiations caused numerous disturbances, riote, and 
wild rumors. They even warned employers not to make a contract with the 
authorized representatives of the union. 

5. Schneider, op. cit., pp. 100-104. The communist faction led the 
industry-wide strike of the ILGWU in 1926, and though they had the full 
support of the union, they failed to win the strike because they attempted to 
use the strike for political ends. 

6. Among the many unions which at one time or another have been 
weakened by internal struggle with the communists are the Machinfets, 
United Mine Workers, Amalgamated Clothing Workers, Furriers Union, 
and ILGWU (Schneider, op. cit., pp. 23, 50-59, 67, 74, l04) and the American 
Federation of Teachers (Nation, Vol. 152, p. 307.) See also Lorwin, op. cit., 
p. 259, and Perlman and Taft, op. oit., Chap. 40. 
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that exdusioQ of Negroes is based partly on sodal prejudices.* 
This is especially true in the South, where admitting them may 
seem to violate many of the deep-rooted social practices. However, 
the appeal to prejudice is probably mainly the emotionalizing of an 
underlying desire to protect an economic advantage, with the 
Negro the most likely victim. In many instances ap^gressive unions 
have been able to break down some of the prejudices of thdr 
members,® even to the extent of calling strikes to prevent discrim- 
nation by the employer.® 

Exclusion of aliens was in part based on a dislike for “for- 
dgners,” especially those of a nationality different from that of 
the members of the union. It is clear, however, that the predomi- 
nant motive was not prejudice but economics. 

Provisions against Nazis, Fascists, and certain other groups 
seem to bo based almost wholly on the social attitudes of the mem- 
bers. These groups were no particular economic threat, nor is 
there any showing that they constituted any special danger to 
union organization. Such provisions might well be classified as 
political tub-thumping. 

Denial of the right to join has been severely censured as being 
unjustified and undemocratic. It is not so clear on rejection, 
however, that unions should be condemned for refusing to admit 
new members when many of their present members are unemployed. 
Likewise, it is impossible to expect unions to freely admit those who 
it believes will destroy the solidarity and cohesiveness which are 
essential for effective action; nor should we be shocked at seeing 
our undesirable social attitudes reflected in imion policies. 

This does not imply approval of the union’s denying any 
person the right to join; it is simply an attempt to make clear 
the reasons for denial. Any sound solution to the problem must be 
based upon an understanding of the sources from which exclu- 
sionary policies spring. 

7. Northrup, op, cit., p. 6. This is especially true in the railroad unions 
which were founded as beneficial societies. Admission to these would have 
indicated social equality as contrasted with economic equality. See also 
Wolfe, op. cit., p. 121. 

8. See generally Cayton and Mitchell, op. cit., Northrup, op. cit., and 
Weaver, "Recent Trends in Negro Union Relationships,” Journal of Political 
Economy, Vol. 62, p. 234. 

9. Franklin, op. cit., pp. 815, 316. 
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Economic Limitations on Exclusionaby Policies 

If a union excludes a large number of qualified workmen, thus 
putting them beyond all union protection and control, it may 
thereby defeat its own ends. These non-union workers constitute 
a danger to the union in two respects. First, they will inevitably 
seek work in non-union shops, where because they lack the bargain- 
ing power of the union, they may be compelled to work for lower 
wages. This may force the union to reduce the union scale in 
order to enable unionized shops to compete. If the union has 
contracts with all competitors in the industry, this danger may be 
temporarily avoided, but the presence of cheaper non-union labor 
invites the entry of new competitors. Thus aliens^ and women® 
were not only admitted but energetically organized by the unions 
in the garment trades, in order to prevent their undermining union 
standards by working in non-union shops at low wages. 

Second, whenever such a union attempts to bargain with the 
employer much of its bargaining power is lost, for in case of a 
strike the excluded workers constitute a ready supply of strike- 
breakers. They see it as an opportunity to better themselves, and 
their exclusion from the union prevents them from having any 
sense of solidarity with the strikers.® Thus Negroes were admitted 
to the steel and other industrial unions only after strikes were 
lost through the use of Negro strikebreakers.'* 

It is clear that exclusionary policies are practiced in many 
situations which this economic logic fails to explain. The union 
may be aided by employer cooperation. In many cases where the 
closed union has been grossly abused, it has been encouraged by 
employers, who have used it as a monopoly device to exploit for 
their own ends.® Thus the manufacturers and contractors com- 

1. Wolfe, op. cit., p, 99. 

2. Lorwin, op. cit., pp. 108, 305. In 1924 the Barbers had to amend their 
rules and admit women because of their influx mto the trade. Wolfson, op. cit., 

p. 66. 

3. National unions have opposed the use of permit cards partly because 
of the danger that the permit men would be used by the employers as strike- 
breakers. Slichter, op. cit., p. 69. 

4. Northrup, op. cit., p. 176; Cayton and Mitchell, op. cit., passim. 
Unions have stated that admission was a recognition that Negroes are * ^eco- 
nomic equals,” but they have denied that admission in any way involves 
treating them as ^social equals.” Auxiliary unions are an attempt to control 
the Negro worker without admitting him, thus protecting white workers in 
their job preferences. 

5. Toner, op. cit., p. 80. This was particularly true in the building trades 
in Chicago, New York, and San Francisco* 
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bmed with Local No. 3 of the IBEW to obtain a complete monop- 
oly on aU electrical work in New York City.* In a few cases unions 
have extended their power beyond the normal economic limitations 
by the use of violence against any who dared to challenge thar 
monopoly. Assaults, bombinp, and mimier have been used by 
racketeering labor leaders to maintain their control.^ 

This presentation of economic limitations is based upon the 
assumption that a single union in a single industry stands alone, 
but this is not always the case. A single international union may 
cover many related industries, and may be affiliated with other 
unions which cover a wide range of industries. Their combined 
strength when mobilized may be overwhelming.* Restrictive 
practices in the building trades have been successful, not so much 
because of the ability of any one union to control the supply of 
labor as because the members of the various unions refused to use 
any material or work on any job which was “tainted” with non- 
union labor. Few employers found it profitable to attempt to 
operate on a totally non-union basis. If only a small fraction of 
the mdustry is organized, the potential competition of non-union 
labor limits the union’s ability to exclude, but this does not neces- 
sarily follow when unions become as strong as they are today. 
If the Auto Workers refused to work on non-union steel, and the 
Steel Workers refused to work with non-union coal, and all union 
mmbers refused to buy non-union cars, few employers in these 
industries would risk operating on a non-union basis, even thou^ 
many non-union workers were available. 

Economic forces have in the past tended to limit the ability of a 
union to deny the right to join, but those forces are probably not 
now so effective as they have been. It is possible, therefore, that 
restrictive practices will increase. They almost certainly will 
increase if unemployment becomes sufficiently widespread for 
workers to feel a strong need for job protection.* 

6. See Allen Bradley Co. v. Local Union No. 3, 326 U. S. 797, 65 8. 
a. 1533 (1945). 

7. Scidman, op. cit., Chap. XVI. In many of these cases there was also 
active employer codperation. 

8. For a vivid example of the effectiveness of united action by various 
unions, see Auburn Draying Co. v. WardeU, 227 N. Y. 1, 124 N. E. 97 (1919). 

9. The mcrease of restrictive memb^hip policies has been predicted by 
Tipton, “Closed Unions m Modem America,” Social Science, Vol. 17, p. 81, 
u>d American Civil Liberties Union, op. cit., p. 20. 
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Conclusions 

No attempt to make a quantitative analysis of the admission 
policies of unions can arrive at more than approximate results. 
Union constitutions can be analyzed with some definiteness, 
although the vagueness of many of the provisions makes it difficult 
to determine their meaning with any certainty; but union practices 
are imposable to discover with accuracy, for this is not the kind of 
information which union officials will report objectively, even if 
they know the practices of all member locals. However, there are 
enough fairly accurate data to enable us to formulate some general- 
izations which are reasonably reliable. 

Exclusionary policies are seldom found in industrial unions, 
but are restricted mainly to the skilled craft and railroad unions. 
Exclusion is far more prevalent in the older and well-entrenched 
unions than in the newer and less secure unions. In accord with 
both of these generalizations is the fact that provisions and prac- 
tices denying the right to join are found almost exclusively in the 
AF of L and independent unions, and are only rarely foimd in the 
CIO unions. 

Of the groups excluded, Negroes are unquestionably discrimi- 
nated against most severely. Exclusion of aliens and women is of 
secondary importance, while exclusion on political and religious 
grounds is almost negligible. The extent to which unions com- 
pletely close their membership is unknown, but it is probably of 
equal or greater importance than exclusion because of race. 

It is clear that only a small minority of unions engage in 
exclusionary practices of any kind. The great majority of unions 
freely admit all workers within their jurisdiction who desire to join. 
That denial of the right to join is not typical of the labor movement 
is probably due as much to the economic factors which limit the 
ability of unions to exclude as it is to any political idealism. 
However, as unions grow stronger they will become more able to 
effectively limit their membership. The principal reason for 
exclusionary policies is to gain for the union members a degree of 
job and wage security in an economic system which produces mass 
imemployment and numerous low-wage industries. So long as these 
underlying reasons exist, there is considerable danger that unions 
will exercise their increased ability to deny admisaon in order 
to protect their older members. 

Clyde W. Summebb. 
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89. Distillery, Rectifying and Wine Workers Inter- 
national Union (AF of L) 10,000 

40. Dyers, Finishers, Printers and Bleachers of Amer- 

ica, Federation of (CIO) 35,000 

41. Editorial Association, The American (AF of L) 
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53. Fishermen and Allied Workers of America (CIO) . . 10,000 

54. Foremai’s Association of America* (Ind.) 15,000' 

55. Fur and Leather Workers Union, International 90,000 
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07. Granite Cutters^ International Association of 

America (AF of L) 4,000 

60. Hatters, Cap and Millinery Workers Inter- 

natumal Unkm, United (AF of L) 32,000 
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04. Lithographers of America, Anialgamated*(AF of L) 

05. Locomotive Engineers, G^dlntanatkmai Broth- 

erhood of* (Ind.) 
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Number 

of 

Members 

119,686 

61,000 

60,000 

15,000 

1,400* 

665.900 

116.900 

4-500 

6,000 

Name of International Union 

86. Locomotive Firemen and Enginemen, Brotherhood 
of rind.'i 

87« Longshoremen’s Association, Intematicmal* 

(AFofL) 

88. Longshorm^’s and Warehousemen’s Union, In- 

ternational (CIO) 

89. Luggage, Belt and Novelty Workers Union, Inter- 

national Ladies Handbag (AF of L) 

90. Machine Printfira BimAhRial Asaoriatinn rTnd.I 

91. Machinists, International Association of (Ind.) . . . 

92. Maintehance of Way Employees, Brotherhood of 

(AFofL) 

98. Marble, Slate and Stone Polishers, Rubbers and 
Sawyers, Tile and Marble Setters’ Helpers, and 
Terrazzo Helpers, International Union of* 
rAFoflA 

94. Marine Cooks and Stewards, National Union of 
fCIOl 

' 




95. Marine Engineers Beneficial Association, National* 

(CIO) 11,000 

96. Marine Firemen, Oilers, Watertenders, and Wipers 

Association, Pacific Coast (Ind.) 3,000 

97. Marine and Shipbuilding Workers of America, In- 
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Vmm of* (CIO) 160,000 

108. Mine Workers of America, Progressive (AF of L) 35,000 

109. Mine Workers of America, United (AF of L) 600,000 

110. Molders and Foundry Workers Unimi of North 

America, International (AF of L) 65,700 
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tion, United Slate, Tile and Composition* 

(AFofL) 8,000 b e 

149. Rubber, Cork, linoleum and Plastic Workers of 

America, United (CIO) 200,000 • a,b,c,e 
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170. Uphoktorers latenutikmal Union of North Amer- 
ica* (AF of L) 

180. Utility Workers Organizing Committee* (CIO) . . . 

181. Wall Paper Craftsmen and Workers of North 

America, United (AF of L) 

182. Welders of America, United Aircraft* (tad.) 

183. Wire Weavers Protective Association, American 

(AFofL) 

184. Wood Carvers Association of North Arnica* 

(AFofL) 

1^. Woodworkers of Ammca, International (CIO) . . . 
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Explan ATOBT Notes 

This aiial 3 n 9 is is taken directly from the international constitutions where 
they were available. Where no constitution was available (marked by an 
asterisk after the name of the union), the analysis was taken from Peterson, 
Handbook of Labor Unions (1944). The analysis does not piirport to reflect 
union practices, but only the constitutional provisions. If no provision is 
indicated, the local unions are free to establish such rules and regulations as 
they see fit. The number of each kind of provision is indicated below in 
parenthesis after each provision. The membership listed in Column I is taken 
from Labor Fact Book, No. 7 (1946) where available. Those marked with an 
asterisk were taken from Peterson. The total membership of the unions 
listed is 13,566,701. 

Col. IT. Provisions Concerning Race. 

(a) *Vhite” (9) 

(b) auxiliary locals for Negroes (5) 

(c) “Mexicans, Indians, or those of Indian or Spanish-Mexican 
extraction excluded^ (1) 

(d) Negroes excluded by ritual (1) 

(e) “Caucasian race or native American Indian “ (1) 

(x) “eligible regardless of race,“ “irrespective of race,” “not 
barred because of race,” “no person is to be barred because of 
race,” and similar provisions which prohibit exclusion (47) 

Col. III. Provisions Concerning Creed * 

(a) “Firm believer in God, the Creator of the Universe” (1) 

(b) “believes in the existence of a Supreme Being” (1) 

(x) “eligible regardless of creed,” etc. (see provisions concerning 
race) (46) 

Col. IV. Provisions Concerning Citizenship and Nationality 

(a) citizenship required (7) 

(b) declaration of intent or first papers required (22) 

(c) become a citizen as soon as possible required (4) 

(d) foreign wire weavers must pay an initiation fee of $1,000 (1) 

(e) “citizen of some civilized country” (1) 

(f) if trade is learned in a foreign country, must pay an initiation 
fee of $200 (2) 

(g) applicant from foreign country without a clear \inion card 
must pay an initiation fee of $100 (1) 

(h) if trade is learned in a foreign country, must pay an initiation 
fee of $300 (1) 

(x) “eligible regardless of nationality,” etc. (see provisions con- 
cerning race) (2) 

(y) no person barred because of nationality “except Asiatic 
Labor” (1) 

CoL V. Provisions Concerning Political AflSliation or Belief 

(a) member of the Communist Party or a communist organization 
excluded (16) 

(b) member of the Nazi Party or bund excluded (9) 

(o) member of the Fascist Party excluded (10) 
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(d) member of the I.W.W. excluded (3) 

(e) member of any organization “whose aims, principles and 
philosophy are contrary to those of the Constitution” ; 
“which advocates the overthrow of the Grovernment by 
force”; “hostile to the American form of government”; “that 
expounds principles inimical to our constitutional govern- 
ment” ; or “subversive group seeking to advance the interests 
of totalitarianism”; excluded (12) 

(f) excluded although not a member of any of the above groups, 
but for advocating such causes or purposes (6) 

(g) ^'members of the I.W.W., Working Class Union, One Big 
Union, Chamber of Commerce, Ku Klux Klan, Communist, 
Nazi, or Facist parties” excluded (1) 

(x) “eligible regardless of political aviations or beliefs,” etc. 
(see provisions concerning race) (28) 

(y) “eligible regardless of political affiliations or beliefs consist- 
ent with the democratic process” (1) 

Col. VI. Provisions Concerning Sex 

(a) “male” (8) 

(x) “eligible regardless of sex,” etc. (see provisions concerning 
race) (19) 

(y) “all men and women,” “male and female” (19) 

Col. VII. Provisions Concerning Competency 

(a) competency test required (11) 

(b) “able to command the union wage,” or “qualified to work at 
the trade” ^^8) 

(c) “qualified to work at the trade” (1) 

(x) “eligible regardless of skill” (2) 

Col. VIII. Provisions Concerning Apprenticeship or Working Experience 
Number of years required indicated in parenthesis 

(a) apprenticeship or working experience required (19) 

(b) “experienced workman” (1) 

(c) initiation fee of $125 if no apprenticeship is served (1) 

(r) constitutional regulation of apprenticeship but no require- 
ment as to admission (30) 

Col. IX. Initiation Fees 

The minimum listed is the lowest for regular membership; the 
maximum listed is the highest for regular membership; and the 
fixed listed is the highest fixed fee for regular membership. 

(a) maximum set by the General President (1) 

(b) maximum is the prevailing weekly wage of the branch for 
work done by the applicant (1) 

(c) set by the General Meeting (1) 

(d) set by the Executive Committee (1) 

(e) set by the National (1) 

(f) set by the local but approved by the Executive Board (1) 

(g) maximum of 10 times the daily wage (1) 

(h) maximum of 100 hours of labor at minimum wages (1) 

(j) maximum of 4 times the highest regular weekly wage in the 
locaFs jurisdiction (1) 
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Introduction: neglect of monopoly influence, 108. — The model, 109. — 
Initial asstimptions, 110. — Primaiy unemployment, 110. — Rising cost curves, 
112. — Variations in aggregate consumer outlay, 114. — Secondary unem- 
ployment, 117. — Derived demand for capital goods, 120. — Monopoly in 
investment goods, 121. — Reconciliation with Keynes’ theory, 121. — Con- 
clusion, 124. — Appendix of symbols, 124. 

Introduction 

Monopoly is receiving an increasing amount of criticism as a 
prime cause of unemployment.^ Yet, in seeking the forces determin- 
ing the level of activity, studies in the theory of employment have, 
by and large, subordinated the special influence of monopoly. Lord 
Keynes subsumed the degree of competition as part of the data, 
along with consumer tastes, productive technique and the quantity 
and quality of labor and equipment.* Mrs. Robinson, presenting 
merely the major elements of Keynesian theory, makes only passing 
reference to the r61e of monopoly.* Even the recent work of Dr. 
Lange deals mainly with the question of the rigidity of factor prices 
as an unemployment force, not with monopoly prices of finished 
goods.^ Mr. Harrod, on the other hand, imputes a primary r61e to 
monopoly prices in determining the movement of prices and profits 
consequent upon a change in the level of economic activity.® How- 
ever, some of his main contentions rest upon the assumption of a 
diminishing elasticity of demand as demand curves move to the 
right in the upward phase of the business cycle; and the k priori 
validity of this proposition has been subject to criticism ever since 
Mr. Harrod first stated it.* 

1. As in President Truman’s budget message. New York Times, January 
22, 1946. 

2. J. M. Keynes, The General Theory of Emplo 3 nment, Interest and 
Money (New York, 1036), p. 246. 

3. Joan Robinson, Introduction to the Theory of Employment (London, 
1987), pp. 61-63. 

4. Oscar Lange, Price Flexibility and Emplo 3 rm 6 nt (Bloomington, 
Indiana, 1944), p. 1. 

6. R. F. Harrod, The Trade Cycle (London, 1936), p. 86. 

6. E.g., R. F. Bretherton, '^A note on the Law of Diminishing Elasticity 
of Demand,'’ Economic Joun^ (1937), Vol. XLVII, pp. 674-677; H. W. 
Singer, ’’The Law of Diminishing Elasticity of Demand,” ibid. (19^), VoL 
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It is quite possible, however, to analyze the relation of monop- 
oly pricing to employment without making use of Harrod’s 
postulate. It is, for example, interesting and important to inquire 
as to the effect of monopoly upon employment at a given level of 
investment activity, rather than posit its stabilizing effects, as 
Harrod has done, at changing income or investment levels. Nor- 
mally, this will be a fundamental characteristic of the model which 
we shall investigate, a contrast and supplement to Mr. Harrod’s 
procedure. 


Thb Model 

We shall start from the individual firm, which has come to be a 
bedrock for analysis,^ and then trace the consequences for total 
income and employment when, after previously equating marginal 
costs (MC) to price (P), the firm decides to exercise the monopoly 
power it possesses and equates MC to marginal revenue (MiJ), 
where P>MR. After examining the effects upon employment of a 
ringle firm initiating monopoly pricing practices, added weight can 
be attributed to our conclusions by supposing that n firms behave 
in the same way simultaneously. 

The advantage of assuming that the firms are initially in an 
optimum price position rests on our familiarity with this model. 
After introducing monopoly pricing into the system, and analyzing 
its effects on the general equilibrium, the consequences of a reverse 
movement from a monopoly to a more competitive type of behavior 
ought to be readily discernible. There is no gainsaying that the 
latter implications are the relevant ones for social policy. Our more 
comprehensive analysis, we shall find, will largely confirm impres- 
sions of the effects of monopoly upon emplo3naient based upon sim- 
pler single-firm equilibrium, although the degree of unemployment 
is never as definite and clear-cut as the latter would lead us to 
believe, being sometimes somewhat more, and frequently less. 
Occasionally, rather than involve unemployment, there are in- 
stances in which monopoly may increase aggregate employment. 

XL VIII, pp. 138-141 ; H. Makower, “Elasticity of Demand and Stabilization,’’ 
Review of Economic Studies (1938), VoL 6; J. D. Sumner, “Cyccilal Changes 
in Demand Elasticity,’’ American Economic Review (1940), Vol. 30. 

See Robert Trifl^, Monopolistic Competition and General Equilib* 
rium Theory (Cambridge, 1940), p. 93. Also, K Boulding, **The Theory of 
the Firm in the Last Ten Years,*' American Economic Review (December 
1942), Vol. XXXII, p. 791. 
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Some clues to industries in which monopoly pricing may be par- 
ticularly harmful can be deduced, it is believed, from the abstract 
discussion to follow. 


Initial Assumptions 

Before going to the core of the problem, the initial simplify- 
ing assumptions may be listed. The firm whose actions are under 
scrutiny for its departure from a P=MC price policy will be 
referred to as A, or the A firm. That part of the economic field, or 
those firms, affected by A^s actions will be denoted as the B firms. 
The rest of the economic world, which experiences no repercussions 
whatsoever, may be termed the C firms. The initial assumptions 
follow: (1) for all firms in the system, including A, marginal costs 
are presumed constant; further, marginal costs consist entirely of 
wage costs; (2) wage rates are given, fixed for each individual; (3) 
at the outset, to isolate their behavior from the rest of the system, 
we suppose that all those originally employed by A spend nothing 
on consumption, either before or after A^s shift to a P>MR—MC 
policy; (4) those employed in B and C make the same aggregate 
consumption outlay before and after A prices monopolistically; (5) 
the monopoly income recipients in A spend either nothing or an 
unchanged amoimt on consumption both before and after the 
shift to a P>ikfi2 = MC price; (6) a constant volume of investment 
activity continues, undertaken perhaps by the C firms or by govern- 
ment, despite A’s new price policy; (7) all the B firms are presumed 
to behave competitively, to equate P to MC, Although our assump- 
tions abstract some vital elements, they simplify our problem 
enormously. They will be removed at easier, later stages. 

Primary Unemployment 

The demand for A^s product, we can posit, is elastic. As a 
result of the P>MR^MC price now named, total expenditure on 
A^s good falls off; aggregate expenditure being constant, the outlay 
on the products of the B firms will increase by exactly this amount. 
Emplo 3 ment also moves in these directions, following the flow of 
expenditure. More quantitative statements, however, are neces- 
sary to understand the net effects for employment. From the above 
statement we might draw the erroneous conclusion that total 
employment is unaffected. 

Expenditure on A's output has decreased from P\Xi to PtX^, 
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where Pf>Pi while The difference, PiZi— PjXs“ ADj, 

measures the amount of demand shifted to the B firms. But total 
wage incomes in A, which formerly comprised A’s full income PiXi, 
now fall to PiXi, a decrease of Pi (Xi— Xa). Pi, it will be recalled, 
equals marginal costs which were previously postulated as constant 
and comprised solely of wage costs. The difference Pi (Xi— X*), 
or the fall in the wage bill in A, exceeds ADa by exactly the amount 
of monopoly profits, 1^ equal to X* (Pj— Pi). Dividing I a by W, 
the average wage rate, we can determine the volume of primary 
unemployment induced in the system by A’s monopoly price 
policy, on our assumptions thus far.* The primary imemployment 
is somewhat less than the loss in employment in A, or less in 
amount ADb/W. 

Thus, with constant investment and constant consumer 
outlay, and in a world of constant MC, after the shift to monopoly 

total employment is smaller by the quotient ; 

average wage rate 

thus primary unemployment Up=Ia/W. We conclude, therefore, 
that with given wage rates, if total emplo 3 Tnent is to be the same 
in the monopoly as in the optimal price world, total income in the 
former will have to exceed that of an optimal world by an amount 
equal to the sum of monopoly profits. 

Since -we are dealing with a problem of total employment, 
certain comments on the income level, relative savings positions, 
and monetary policy may not be amiss. As investment and con- 
sumer expenditure were assumed unchanged in moving from the 
one to the other world, total income is constant; there are thus no 
changes in the aggregate money supply. Total savings are likewise 
unchanged and equal to total investment. But as we assumed that 
the now unemployed group. Up, had prexdously spent notliing on 
consumption, we likewise suppose that all of the income which now 
emerges as monopoly profits, I a, represents savings. If the Up 
group formerly purchased securities with their full income, we can 
assume I a to be diverted to this purpose. There is thus no change 

8. A’s demand, unless it sells an “inferior” good, must be.elastic when 
total consumer outlay is constant. See below (p. 114) for some remarks on 
situations of inelastic demand. 

9. In Mrs. Robinson’s terminology, primary unemployment means 
something different, being the direct unemplojrment in investment good 
output resulting from a decrease in investment activity. Op. cit., pp. 18-20. 
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in the aggregate liquidity preference and, with the constant money 
supply, interest rates are unchanged. If there is a change in the 
demand for securities, we can rule out any new effects from this 
direction by supposing a banking policy designed to keep interest 
rates constant — a not unrealistic assumption. 

There is this further justification for the assumption of a 
constant interest rate policy, which we shall make throughout. In 
practice, interest rates are to a large extent amenable to banking 
control. If we find monopoly pricing responsible for unemployment 
through another channel, it is hardly an offset to suggest that, 
nevertheless, it should lead to lower interest rates, which in turn 
should stimulate employment. For any increase in employment 
from this direction could be secured, without monopoly pricing and 
its concomitant imemployment drags, through banking policy. 
Effects of monopoly pricing upon the interest rate structure would 
only be important in an economy in which the supply of money was 
fixed and banking policy was impotent to alter it. 

Rising Cost Curves 

The preceding analysis was based on the supposition that MC 
curves in all outputs were constant. This assumption can now*be 
removed and the necessary modifications made in the analysis. 

First, we can suppose that in A the MC curve is rising, while 
still constant in B. Mrs. Robinson has demonstrated that if a 
rising (linear) MC curve intersects a demand curve at the same 
point as a curve of constant MC, then the monopoly output of the 
firm will be larger and price lower.^ Avoiding a discussion of any 
redistribution of rent incomes in A as a result of its new MR — MC 
price policy, it is clear that the loss in employment will equal 
minus any diminution in rents (or ‘^non-wage” income), divided by 
the average wage rate. Output greater and monopoly profits 
smaller, primary unemployment will be reduced. If the MC curve 
is rising in both A and B, then prices will rise in the B firms as 
demand is shifted there after A^s MR—MC price policy. A’s 
(linear) demand curve, therefore, will be less elastic® than when 
MC is constant in B; A's monopoly price and profits should be 
greater, a bad augury for employment. 

1. Joan Robinson, Economics of Imperfect Competition, Chapter 2. 

2. This, and the remarks to follow, can be illustrated by means of a pair 
of interrelated demand curves such as I have used in my ‘Foundations of the 
Demand Curve,” American Economic Review (September, 1942), pp. 645-547. 
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The important new point is that the transfer of demand to 
B, ADb, has raised prices in B. Part of ADa, therefore, goes not 
to further employment in B and to offset the \memployment in A, 
but rather to enhance rents or short-period profits in B. Unemploy- 
ment is now equal to the sum of monopoly profits in A, minus any 
diminution in rent incomes there (Afia)> pius the increased rent 
incomes in B, LRg, divided by the average wage rate. Thus: 

U ss 

^ W 

Thus, when the substitutes to which expenditure is diverted 
after the introduction of a monopoly price policy are produced 
under conditions of rising marginal costs, we can expect primary 
unemployment in the system to be greater than when constant 
marginal costs prevail. Rising mar^al costs dilute even the usual 
compensatory effects on employment of ADa. On the other hand, 
if costs are falling in the B firms, while somehow B equates P to 
MC, as it could through a government subsidy to cover capital 
costs, this should go a long way to enforce almost an optimal price 
policy on A, if the commodities are fairly close substitutes; for A’s 
demand would be rendered more elastic. Employment should also 
be largely maintained, for the transfer demand to B would go 
entirely to wage payments.* 

We thus have a more inclusive measure of primary unemploy- 
ment at the constant total income level after the advent of monop- 
oly. As w'e had postulated that the Up group formerly saved 
their full income, we now suppose the same savings behavior of the 
new income recipients, an assumption which we shall remove 
later. Once more, to obviate any effects on the rate of interest due 
to the shift in income, we assume that the aggregate demand for 
securities is unchanged or that banking policy irons out any tend- 
encies to a change in interest rates. To rid this more monopolized 
world of the primary unemployment, total income will have to rise, 
so long as wage rates are constant, by the amount I a— AB^-|- ABs; 
government expenditures under a compensatory fiscal policy, say, 

3. When there is a vast discrepancy in the ratio of labor to other factors 
among the A and B firms, and when A’s output requires relatively little labor, 
then the diversion of expmiditure to B through monopoly pricing in A may 
expand total employment. In this case, LRb will be practically zero, while 
ABa>Ia- When A is the much more labor using, ASa will be practically 
zero, while ABb will about equal ADa. 
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will have to rise by this amount, by borrowing from the banks or 
receiving in taxes sums which would otherwise be “hoarded” — 
while the interest rate is kept unchanged through banking policy — 
in order to restore the original level of employment. This supposes 
that the Government has set itself the task of maintaining the 
“full” (previous) employment level. 

Vaeia-tions in Aqgeegatb Consumer Outlay 

Until now we have supposed that aggregate consumer outlay 
remains constant, despite the emergence of monopoly pricing in the 
system. This restriction can now be removed. But to appraise the 
effects of thus widening our system, it will be helpful to make some 
arbitrary distinctions between “poor” man’s goods and “rich” 
man’s goods, although in the real world it may not be possible to 
distinguish goods to any great extent according to such a criterion. 

First, suppose that a good taking a fairly sizable portion of the 
total expenditure of lower income groups is subject to monopoly 
pricing. Either this group fails to save at all or its savings are fixed, 
as through insurance and social security pa3Tncnts. For this case 
the preceding analysis based on a constant aggregate consuiner 
outlay is particularly apposite. We have already outlined the 
nature of the primary unemployment that would develop in this 
system. 

Suppose, instead, that our income group makes some limited 
amount of savings. In these circumstances there will probably be 
some diversion of income from savings to current expenditure in an 
endeavor to maintain consmnption, especially if the monopolized 
item is important in the conventional standard of living. As a 
result, some lift will be given to total demand, and thus to employ- 
ment. To ascertain the volume of imemployment attributable to 
monopoly pricing, after variations in aggregate consumer outlay 
(AOt) are recognized, the addition to total outlay must be de- 
ducted from the amount of monopoly profits (and enhanced rents) 
before dividing by the average wage rate. Thus, with an increase 
in consumer outlay, and neglecting rent items, primary imemploy- 
ment is: Up= . 

W 

Allowing for an increased aggregate outlay, situations of 
inelastic demand — the traditional monopoly plum — become 
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more common. For previously, with fixed outlay, unless A’s 
commodity was an inferior good, a higher price for it shifted ex- 
penditure to B, necessarily implying elastic demand for A. But 
with an increased outlay, B’s demand can expand even with 
inelastic demand in the A market. Still, no new analytical con- 
siderations are involved, at least not at this stage. It may be 
pointed out, however, that a portion of the increased outlay goes 
merely to sw'ell monopoly profits, and thus does not by itself consti- 
tute a net gain for employment, even though, in the formula ex- 
pression, it constitutes an offset to the total of monopoly profits. 
So long as 7^ > AOr, the increased outlay will never entirely eradi- 
cate the primary imemployment. 

This analysis suffices for expenditure changes of low income 
groups possessing some savings margin with which to maintain 
standards of living, and with respect to commodities purchased out 
of current income. But there is a vast area of goods, consumer 
durable goods, purchased only partially out of current income and 
mainly out of accumulated .savings, such things as houses, auto- 
mobiles, refrigerators, w’ashing machines, etc. These are generally 
regarded as mass produced, fur middle and lowrer income groups 
with limited savings margins. If monopoly pricing is prevalent in 
these fields, with P>MC, the likelihood is that demand will be 
elastic and total purchases will fall off. To some extent the B out- 
puts should benefit, should experience rising demands. But to a 
large extent consumers will be surfeited with the B good and prefer 
to add to their accumulations, saving more at present and, because 
of the higher monopoly price, postponing the purchase of the 
durable good to a future period when their wealth position is 
better able to afford it. Immediately, however, this will mean a 
fall, a diminution in total consumer outlay and, compared with 
the previous position of a heightened or positive AOr, this time 
it is a negative AOt- Employment will now be reduced by the sum 

of both monopoly profits and restricted outlay, or - • 

Thus in the field of mass produced consumer durable goods, 
where the alternative to current purchase is increased current 
savings, and where the sums involved are large, a policy of monop- 
oly pricing will have most severe effects on employment. For 
here we do not find, to any great extent, a transfer of demand to 
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the B finxis and the compensatory effects on employment already 
noted. Some may object that this passage presupposes cash pur- 
chases of consumer durables and overlooks the fact of installment 
buying. So long as the demand curve does fall to the right, how- 
ever, the conclusions on imemployment are imaltered. But there 
is an additional point to add, for now, with installment buying, 
it is possible for demand to be fairly inelastic. Nevertheless, 
through time the heightened monopoly price will impose a greater 
savings burden on consumers in order to repay their larger install- 
ment loans and will reduce buying through the future of the various 
B commodities. Thus we have a stream of unemployment in B, 
through reduced outlay there, besides the restricted monopoly 
employment in A, so long as demand possesses some elasticity. 
Rather than a positive ADst we may now have a negative ADjj.* 

Passing from the *^poor’' man’s or mass produced durable 
goods, we can examine a class of goods consumed more exclusively 
by the ‘Wealthy.” For this group, we can suppose that an effort 
will be made to sustain consumption despite the monopolistic 
price policy. Cases of inelastic demand should, therefore, be more 
frequent and, in view of the positive AOf, total employment will 
be better maintained. In the case of those commodities bought by 
this income group solely because the 'price is higher — Veblen’s 
'^conspicuous consumption” — monopoly pricing will actually 
increase total employment. Other possibilities of monopoly en- 
larging total employment will be uncovered by the analysis of the 
next section. 

At this point the theorist coming to this subject of monopoly 
pricing from monetary or aggregate demand analysis may demur, 
\mless certain assumptions are made very explicit. For previously, 
since we supposed total income or total expenditure constant, 
there was little need to bother with monetary policy or the rate of 
interest (even though we did make the underlying suppositions 
clear). When we permit the level of income to vary, these ideas 
cannot be dismissed so lightly. We have spoken of individuals 
spending greater amoimts out of income in the more monopolized 
world than they did in the optimal pricing world. Thus, by neces- 
sity, their savings would be reduced, and this is likely to have an 
effect on the rate of interest, if they formerly purchased securities 
and the money supply is constant, or even ff they had previously 
4. I am indebted for this point to Miss Ruth Tarlow, 
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failed to purchase securities and held their savings idle. And 
although saving in amount exactly equivalent to the enhanced 
consumption expenditure is now done by the monopoly (and 
induced rent) income recipients, there will be some effects on the 
rate of interest, tmless the aggregate liquidity preference schedule 
is unaltered after these movements. Once more, to dispose of any 
effects along these channels we suppose the banking system makes 
available the necessary fimds to maintain the structure of interest 
rates. Thus when increased installment lending was called for at 
the higher monopoly price, we suppose the banking system to lend 
at an unchanged rate of interest. Or when the enhanced aggregate 
consumer expenditure out of incomes means a contraction in the 
rate of security purchases, we suppose that the banking system 
steps in to buy the securities which those now spending at a higher 
rate customarily purchased. When the increased expenditures 
merely mean a diminution in funds otherwise idle, and if the new 
monopoly income recipients are inclined to buy securities at the 
market rate of interest, then the banking system is presumed to sell 
securities (or curtail its volume of purcha.ses) so that interest rates 
are kept from falling. Thus whatever the particular interactions 
on the security markets, monetary policy is assumed to be such as 
to stabilize the structure of interest rates. 

Secondabt Unemployment 

Another limiting postulate needs to be removed, namely, the 
assumption that those employed by the A firm made no consump- 
tion expenditure whatever, either during A's period of F=ilfC 
pricing or later during the MR—MC period. Likewise, we will 
want to remove the proviso that none of the new monopoly income 
received by the A “owners” was spent. We thus concern ourselves 
with the further consequences on employment of the redistribution 
of income from the Up group to the monopoly (and rent) income 
recipients. 

The labor originally employed by A might be subdivided into 
the following categories: (1) those who remain employed by A 
even after the P>MR=MC price policy; denoted by Lu', (2) 
those who find employment in B after the transfer of demand to B, 
denoted as AL^; and (3) those who remain unemployed, or the 
primary unemployment Up. A’s original labor force is thus 
ALf-}* Up. 
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So far as the Lju and ALb groups are concerned, we can 
immediately hft our restriction and allow them to lapse into ano- 
nymity with the rest of the consuming public. They too can be 
assumed to expend either an unchanged amount after the new 
P>MR^MC price policy or, like the others, to vary their con- 
sumer outlays.® 

The Up group, on the other hand, constitutes a harder nut. 
Insofar as the consumption expenditures of this group are changed 
(ACj/), lowered because of their unemployment, there will be 
further repercussions through the entire economic system. We 
will want to consider this in conjunction with the changed fortunes 
of the monopolists and especially any increased consumption 
disposition, AC Mi arising from their new income.® For both gi*oups 
will probably vary their consumption outlay. 

In the first place, it is obvious that the consumption expendi- 
tures of the Up group will not fall to zero, despite the loss in em- 
ployment. Either through the drain of whatever savings they 
possess, or through borrowing, or through public relief, some 
consumption expenditures continue. Roughly the same will be 
true of those who benefit by the monopoly pricing policy. They, 
too, had some income and made some expenditure prior to their 
monopoly foothold and the P>MR — MC price innovation; they 
would also make some expenditures in a reverse movement, from a 
monopoly to a A/C=P pricing policy. Thus it is only the net 
variation in the expenditures of these groups which is impor- 
tant. Thus we wiU want to inquire whether the absolute amount 

AC AC Mi where ACu is a decrement and AC Mi an increment.^ 

The case of ACu- AC m niay be considered first, since it 
prese ts fewer difiiculties. Here there are no new effects on aggre- 
gate expenditure, and there is no additional unemplojnnent beyond 
the primary imemployment. What has happened, however, is 
that real consumption formerly made by the C/p, the wage earning 

5. They will probably figure as insignificant components of the demand 
for the products they help produce; otherwise, we are dealing with a case of 
interrelated demand and supply schedules. 

6. We omit any considerations of changed rent incomes, as in the B firms 
as a result of A’s monopoly price. The m^ifications in the analysis follow 
quite simply. 

7. Merely enumerating the three possibilities indicates that the usual 
assertion — that monopoly causes unemployment because, for one thing, it 
shifts income from those with high propensities to consume to those with low — 
is too vague, if not positively erroneous in certain instances. 
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group, is now done by the monopoly income recipients. This dooa 
imply a real shift in well-being. 

Case 3, of AC't/< ACm, has largely been ruled out in customary 
discussions of this subject. For the monopolist is generally pictured 
as a wealthy individual whose current consumption bears little or 
no relation to current income. Nevertheless, if such a situation is 
found, it is clear the increased consumption outlay will tend to 
stimulate employment and would, through this channel, reduce the 
volume of (primary) imemployment attributable to the monopoly 
profits at the given aggregate income level. It is not really hard 
to envisage situations in which this analysis might be directly 
applicable. For example, suppose A is a monopolist catering 
largely to a wealthy clientele and selling, say, home furnishings. 
Demand here may be quite inelastic, and probably at the expense 
of savings. Consequently, monopoly pricing may result in little 
in the way of primary unemployment. On the other hand, the 
monopoly income may be large and shared fairly widely among all 
those who come under the monopolists’ ae^s; the owners of the 
business may grant income bonuses or higher wages to those 
employees who remain after the shift to monopoly pricing. Con- 
ceivably, coasumption expenditures and employment might there- 
after rise to such an extent as actually to overshadow primary 
unemployment.* Thus, in limiting cases even total employment 
might be expanded by monopoly pricing, just as we stated it might 
be with goods sought for “coaspicuous consumption.” 

Instances in which ACm>ACxj should thus not be rare. In any 
event it is quite unrealistic, probably wrong, to treat ACm as 
always a negligible quantity'. It wUl depend upon the distribution 
of monopoly profits and the wealth position of the monopoly 
income recipients. In today’s economy, w'here wage disputes 
involve discussions of “ability to pay,” it would be surprising 
indeed if there were not some substantial distribution of monopoly 
gains among the firm’s employees, for it has been in those very 
industries in which monopoly pricing is regarded as rife that this 
principle of “wage determination” has come to the fore. 

Nonetheless, when Up is large and monopoly profits are 
narrowly distributed, ACp> ACm- Expenditure will thus slump to 

8. If demand for the monopolized product was completely inelastic at the 
expense of savings, then so long as ACu was positive, totid employment would 
Lscrease. 
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the extent of the positive value of the difference ACc;— ACm, and 
a stream of additional unemployment, secondary imemployment, 
will ensue. According to usual multiplier theory, instead of follow- 
ing this path of narrowed expenditure, knowing the aggregate 
marginal propensity to consume we could deduce the total fall in 
income and employment engendered by this contraction in total 
outlay. In general, income will fall until a volume of savings 
equivalent to the difference ACxj—ACm is destroyed. This will 
mean a fall in income and employment of those in the economic 
chain who had been dependent, immediately or at one or more 
removes, on the expenditure of the Up group not compensated 
by the new expenditure ACm- We have termed the sum of this 
unemployment secondary unemployment; to overcome it, con- 
sumption expenditures under the new income distribution would 
have to rise until ACm= ACu. 

Thus we have allowed for the consequences stemming from the 
redistribution of income between wage earners and monopolists. 
Here, too, as there are differences in the propensities to consume, 
there are differences in savinp. On the former score, of con- 
sumption expenditure, there will be immediate effects on em- 
ployment; on the latter score, there will be effects on the rates of 
interest, unless offset by banking p6licy. As the degree of change 
in interest rates is not likely to be important for employment, we 
can again take the interest rate structure as fixed by banking 
policy. For if there is any stimulus to employment from this 
direction, we need hardly regard it as an aid derived from monop- 
oly pricing; the same result could have been secured without 
monopoly. 


Derived Demand for Capital Goods 
Our model presupposed, implicitly at least in the discussions of 
rising marginal costs, an existing structure of capital equipment, 
and then inquired as to the effects of monopoly pricing of consumer 
goods output on employment. The argument can now be carried a 
step further, to the demand for capital goods; we are thus allowing 
for potential changes in the level of investment. 

Ordinarily, it is held that there is a certain structure of 
capital goods associated with each level of. employment and 
finished goods output. In Marshallian theory, the demand for 
equipment is a derived demand based on the output of final goods. 



MONOPOLY PRICING AND UNEMPLOYMENT 


121 


For our purposes, equipmen^t and labor can be regarded as wanted 
in fixed proportions, to be in complementary demand. Therefore, 
insofar as unemployment is an offshoot of monopoly pricing 
practices, the demand for capital equipment will, through time, be 
narrowed. This must mean a further diminution in total income 
and employment, a dimming of the buoyant multiplier effects of 
investment-good construction. The relations need not be pursued 
further; they are part and parcel of the literature on the accelera- 
tion principle.* 

Monopolt in Investment Goods Outputs 

So far as monopoly is present in investment or capital goods 
output, there seems to be little doubt that its effects are un- 
qualifiedly baneful for employment since all installaticms of equip- 
ment are based on a comparison of the rate of return over cost 
(price) of the equipment and the rate of interest. A higher price 
for equipment due to monopoly will deter equipment purchases. 
Thus investment good activities, which are so necessary for full 
employment in a system with a high propensity to save, will be 
contracted ; here too the suppressed multiplier effects will permeate 
the entire economy, lowering the level of employment. If the 
Government, through borrowing at a constant interest rate, em- 
barked upon a public works program to restore employment lost 
through monopoly pricing in capital goods industries, it would 
have to expend a sum equal to the monopoly profits (minus any 
decreased rent incomes) in these industries plus the reduction in 
total investment goods outlay induced by the P>MR=MC price 
policy. The one exception to the conclusion that monopoly in invest- 
ment goods operates to decrease employment, an exception not 
deemed to be of great importance, is that of capital “deepening” 
— to use Hawtrey’s phrase — whereby equipment is used to 
replace labor in output. Manifestly, monopoly pricing of equip- 
ment wiU make capitid deepening less attractive, lowering the rate 
of technological displacement of laborers, thereby maintaining 
employment. 

Rsconcilution with Keynes’ Thbokt 

By this time the reader may have been tempted to transcribe 
the argument in terms of Lord Keynes’ General Theory. Having 

0. See e.g. P. Samuebon, “A Syntheeis of the Piinc^le of AcceleratioD 
and the Multiplier,” Jounud of Politioal Economy (December, 1989). 
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invaded the province of the theory of employment, it seems strange 
that 80 far we have made but slight use of Keynesian categories; 
on the other hand, many of our terms — idle funds, demand for 
securities, etc. — lend themselves to expression in MV monetary 
aggregates. The explanation of our neglect of the categories of the 
General Theory is this: Keynes' fast-flying concepts are aggregates 
summated for the entire system. Our structure has been more 
modest, for it is based upon the firm and the repercussions of its 
price policy. Ultimately, however, the answer as to the effect of 
monopoly pricing upon employment should be the same. Let us 
see the channels through which monopoly pricing would affect 
employment in Lord Keynes' Theory. 

1 . Taking the degree of competition as a datum, Keynes 
argued that the volume of employment was a unique function of 
effective demand: in income terms, there was a unique employment 
total associated with each income level.^ 

Now a change in the ^degree of competition" will certainly 
change this function. Thus, after the shift to monopoly there is a 
sum of monopoly profits (and enhanced rents) at each income 
level; there is less employment at each income level, in amount 
equal to the sum of monopoly and heightened rent income divided 
by the average wage rate. The unemployment due to the changed 
employment function we termed the primary unemployment. It 
will be remembered that our income level was fixed by: ( 1 ) the 
constant investment volume; ( 2 ) unity elasticity aggregate con- 
sumption expenditure. 

2 . Keynes' aggregate propensity to consume depended upon 
the distribution of income.^ Since at each aggregate income level 
monopolists now receive income which would have been wage 
income® prior to the institution of monopoly pricing, and which 
would have accrued to the primary unemployed group, we com- 
pared the propensity to consume of the one set of income recipients 
with the consumption propensities of the other set. Unless these 
are identical, there are further effects on employment. The unem- 
ployment attributable to this cause was termed secondary unem- 
ployment. 

3 . Because of monopoly pricing, prices of consumer goods are 

1. The General Theory of Employment, Interest and Money, pp. 
245-246. 

2. Ibid., p. 245. 

3. A ssu ming marginal costs comprised entirely of wage coets. 
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somewhat higher at each aggregate income level, as compared with 
what they would be under optimal pricing. Keynes^ view was that 
the propensity to consume is largely a function of real income.^ We 
allowed for the effects along these lines by removing, at a later 
tstage, the initial and restrictive assumption of a fixed aggregate 
consumption expenditure. 

4. It was Mr. Harrod who introduced the ''relation^' or accel- 
eration principle into the Keynesian system. The derived demand 
for capital goods, according to Mr. Harrod, was dependent upon 
the level of output of consumer goods or, implicitly, of employment.* 
When we opened our system to include changes in the level of 
investment, we took cognizance of this effect: the demand for 
capital goods was held to depend upon the volume of employment. 

5. Monopoly in capital goods industries, we argued, inevi- 
tably diminished employment. In Keynes^ system this obviously 
fits neatly: it amounts to a reduction in the marginal efficiency of 
capital, and thus reduces the scale of investment. 

6. Throughout the analysis, as the distribution and the level 
of income altered it was recognized that the liquidity preference 
function might shift or that, with an unchanged money supply, 
interest rates would be affected. This is in the Keynesian vein.* 
Also, our assumption of a banking policy designed to keep the 
interest rate structure from rising after the shift to monopoly 
pricing, or under opposite circumstances to minimize any ameliora- 
tory effects on employment of a fall in liquidity preferences, is in 
harmony with most Kejmesian expressions. For insofar as interest 
rates are an obstacle to full employment, banking policy offers a 
ready c »t ective; it would be contended that there can be no real 
help to employment by actions which directly reduce consumption 
or investment. Thus effects of the shift to monopoly upon the 
interest rate would tend to be neglected; effects via the propensity 
to consume or inducement to invest would be stressed. 

Hence there is nothing inconsistent between our procedure and 
the Keynesian system. The advantage of building up from the firm 
for our particular problem is that our attention at all times is 
focused on the relation of the firm’s pricing policy to the rest of the 
economic syTstem. In Keynes’ analysis we must reduce the aggre- 

4. Ibid., p. 91. 

5. The Trade Cycle, p. 54. 

Sec the most explicit statement in O. Lange, *‘Thc Rate of Interest and 
the Optimum Propensity to Consume," Economica (February, 1938), p. 12. 



124 


QUARTERLY JOURNAL OF ECONOMICS 


gate concepts into concrete and meaningful quantities at the firm’s 
level. For one approaching the matter of unemployment from the 
theory of monopoly price oiu* procedure should be more compre- 
hensible. But, as shown, this is hardly to deny that all of it is 
compounded in the Keynesian engine. 

Conclusion 

Palpably, the view that monopoly pricing means unemploy- 
ment because it diminishes output in the firm practicing a 
P>MR-MC price policy is lacking in precision, tending either to 
overstate or to understate the degree of imemployment. In some 
segments of the economy monopoly pricing may actually increase 
total income and employment, a prospect not general but not 
inconceivable. As a final word, it is clear that our analysis pertains 
solely to the effects of monopoly pricing on employment. We took 
no account of possible changes in the number of firms due to 
monopoly pricing; moreover, there are a great many other monop- 
oly practices which should be investigated from the standpoint of 
their effect on employment. Most of them would probably con- 
firm these conclusions, although in certain cases, such as “price 
wars,’’ monopoly may actually increase employment, at least 
temporarily. 

Sidney Weintkaub. 

St. John's UNivuRsirr 


APPENDIX OF SYMBOLS 


P « Price 

AfC «* Marginal Cost 
MR « Marginal Revenue 
I A “ Monopoly Profits in A 
Ai25 Increment in Rent in B 
W =» Average Wage Rate 
ADb “ Increment of expenditure in B 
Lc “ A's employment with P^^MC price 
Lm * A's employment with P^MR^MC price 
ALb » Increment in employment in B 
I/p *» Primary imemployment 
Ot « Aggregate consumer outlay 
AOr « Increment in aggregate consumer outlay 
ACt; = Decrement in consumption outlay of the Up group 
ACjfcr « Increment in consumption outlay of I a recipiento 
PiX\ * A's P^MC price x output 
PiXi « A's P>MR mMC price x output 



GASOLINE RATIONING IN THE UNITED STATES, II 

SUMMARY 

The Plan: the Book, 125; the ''B” Book, 127; preferred mileage, 
129. — Special Rations: change of residence, 130; 'liardship,^* 132; furloughs, 
133. — Fleet and Transport Rations: fleet, 133; transport, 134. — Non-high- 
way Rations; Other Evidences: non-highway, 135; bulk and inventory 
coupons, 139; military acknowledgments, 141. — Definition of Gasoline, 
142. — The Ilowback System and the Border Problem: the flowback system, 
146; the border problem, 148. — The Black Market: invalidation cycles, 
149; coupon endorsement, 151; mailing centers, 153. — The Effect on Con- 
sumption, 153. 

The Plan 

Planning for a coupon sjrstem of gasoline rationing started in 
the late winter of 1942. There was early acceptance of the need 
for use of ration evidences in the form of coupons which would 
flow from consumer to dealer to supplier, and the predilection in 
favor of such a system was strengthened by experience gained 
through operation of the interim card plan. The card plan did 
not have a flowback, and a dealer could, therefore, replenish his 
inventory regardless of how much or to whom he had sold his 
gasoline. The essence of the coupon system, on the other hand, 
is that every transfer of gasoline, from the licensed distributor 
to the consumer, must be matched by an equivalent transfer of 
ration evidences. Further, all types of finished gasoline, with the 
exception of aviation fuel, were made subject to the rationing 
program. 

The “A’’ Book. A minimum basic ration — the ‘‘A'^ book — 
was allowed to each registered passenger car (except fleets). It 
contained six series of coupons, each coupon being worth 
four gallons, and each series having a validity period of two months. 
On the basis of an average of 15 miles to the gallon, the ^‘A’^ book 
provided 240 miles of driving per month. 

The basic book provided an administratively practicable 
method of giving sufficient mileage to each car to keep it in operat- 
ing condition, and reduced the issuance burden by relieving small 
mileage users of the necessity for making frequent application for 
the rations they needed. The latter was an important adminis- 
trative consideration. The local Boards had been organized for 

m 
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only about six months, and they were still small and rdativdy 
inexperienced.^ The gasoline program was more complicated and 
more extensive than anything they had hitherto undertaken. 
The issuance of a ration to each and every passenger car had also 
its drawbacks. Some people imdoubtedly did not need their cars 
at all; yet it was assumed that the fact that an individual owned a 
car was conclusive evidence that in his opinion he needed it. 
Failure to issue him a ration would be tantamount to confiscation, 
a step which the OPA had neither the authority nor the desire to 
take. 

An additional feature of the original “A” book was that its 
total monthly mileage was divided into two parts, 150 miles being 
deemed to be available for occupational purposes, the remaining 
90 for miscellaneous family necessity driving. Behind this provision 
for a divided “A” book were two ideas. In the first place, a driver 
who was issued a supplemental ration — a “B” or “C” book — 
automatically had enough mileage to keep his car in operating 
condition and could, therefore, be squeezed on his non-occupa- 
tional mileage. In the second place, it was realized that supple- 
mental mileage would inevitably be overissued. The divided “A” 
book put a small mileage penalty upon the applicant for a 
supplemental ration, and by refusing to allow any such issuance for 
amounts under 150 miles per month, it operated to keep many 
drivers on an “A” book alone. 

The divided “A” book had, unfortunately, certain defects. 
Persons with no occupational needs, or needs smaller than 150 
miles per month, received a bonus of free driving in comparison 
with persons holding supplemental rations. Much more important, 
however, were defects which only became apparent after it became 
necessary to curtail the consumption of gasoline by cuts in coupon 
value. In November, 1942, the “A” coupon was reduced in the 
seventeen Eastern States (shortage area) from four to three gallons, 
the total monthly value of the “A” ration becoming 180 rather 
than 240 miles. For “A” holders with no occupational mileage, 
this was the end of the matter. The case of the “A” holder who 
also had a supplemental ration provided a more difficult problem. 
Was the cut in bis *‘A” ration to be regarded as taken from the 90 
miles per month of son-occupational driving, or from the 150 miles 

1. They had been set up in January, 1942, to ration tires and had sub- 
sequently absorbed the automobile and sugar ratiomng programs. 
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of occupational? It seemed undesirable to take the former step 
and reduce the non-occupational mileage to 30 miles per month. 
Accordingly, the cut was in this case regarded as coming out of 
occupational mileage, leaving the book split into 90 miles of 
occupational and 90 miles of non-occupational driving per month. 
The awkwardness of a cut, nominally in the ‘'A^^ book, which 
affected every holder of occupational mileage, was apparent. 
For the first time a defect of a basic ration which mixed together 
occupational and non-occupational mileage was disclosed. The 
original ^^A^’ book, in other words, lacked flexibility. The fact 
that provision was made for restoring the amount of the cut, upon 
application, to those persons who proved need for the mileage was 
also unfortunate. 

The second reduction in the “A^^ ration in the East came on 
March 22, 1943, when its value was halved by extending the 
validity period of the coupon sf^ries then becoming effective from 
two months to four. Once again the cut was regarded as coming 
out of occupational mileage. This left the ‘‘A^’ book, containing 
90 miles per month, as a purely personal allowance, while all 
occupational mileage was thereafter to be issued through supple- 
mental rations. Such a basic ration gave no mileage bonus to those 
holders who had no other than non-occupational driving needs. 
Itmeant, furthermore, that all occupational drivers became subject 
to car sharing regulations, whereas previously the ‘^A'^ holder who 
did a small amount of occupational driving had been under pressure 
to share his car only because of his conscience and a desire to 
stretch his mileage as far as possible. 

Although the exigencies of the supply situation had enabled a 
non-occupational ‘^A'^ ration to be evolved in the shortage area on 
March 22, 1943, nothing of the sort happened in the rest of the 
nation. The delay was occasioned partly by fear of an adverse 
public reaction, and partly because of a failure to appreciate the 
technical merits of the step. 

The Book, The necessity for holding total driving down to 
the level which available supplies on the East Coast could support, 
and to an average of 5,000 miles per year elsewhere, dictated a 
reduction in the occupational driving of as many persons as 
possible. Occupational mileage was issued in two types of rations, 
‘‘B” and the difference between them being based on the 
amount and essentiality of mileage. To qualify for a ration. 
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an applicant had only to show that he regularly drove to and from, 
or in the course of, his work, that alternate means of transportation 
were unavailable or inadequate, or that he shared his car.^ The 
type of work which the applicant performed did not matter, so 
long as his needs did not exceed the maximum mileage which the 
“B” ration provided — originally 470 miles per month. If an 
applicant requested a ration larger than the “B” book, however, his 
occupation had to meet certain tests of essentiality, which were 
set forth in the Regulations. 

The “B” ration provided, at the start, a maximum of 320 miles 
monthly, to which were added the 150 miles in the “A” book, 
making a total “ceiling” of 470 miles. The “B” book, consisting 
of 16 coupons each worth four gallons, provided a total of 960 
miles and had a validity of from three months to one year. The 
amount of monthly mileage allowed was determined by the total 
life of the book. This was called “time-tailoring,” and it meant 
that the smaller the ration the longer the period of time the ration 
had to run. Time-tailoring was adopted for several reasons, 
chief of which was administrative amplicity. In order to give the 
Boards the opportunity to consider carefully the applications for 
large amounts of mileage, the program was designed to reduce the 
frequency of processing of small rations. The time-tailored “B” 
book (with a constant number of coupons) proved, however, to be 
administratively awkward when coupon cuts had to be made 
For example, in order to issue the maximum “B” book the mini- 
mum time period had to be shortened, or else the “B” mileage 
cdling had to be lowered. Both steps were taken, but both were 
difficult to explain to the local Boards and to ration holders. 

The chah^ away from a time-tailored “B” book was desirable 
for other reasons. Many people foimd it difficult to budget their 
mileage over long periods of time. Presented with a large amount 
of mileage at any one time, they were proffigate and ran short before 
their books were supposed to expire. Time-tailoring became an 
additional handicap when supply conditions necessitated maintain- 
ing strict supervision over all rations. The long-period ration did 
not expire frequently enou^, and therefore did not come up for 

2. Each supplemental ration holder was required regularly to carry at 
least three persons in addition to himself, or to show that the circumstances of 
his employment were such (e.g. irregular hours) that such a ride-sharing 
arrangement could not be made. 
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re-examination by the local Boards. When on March 22, 1943, a 
second cut in the book in District I had to be made, the 
decision was taken to drop the technique of time-tailoring and to 
put the book upon a fixed time period.* A similar change 
was made later in the rest of the country. 

Preferred Mileage, or preferred mileage was always 

issued on a coupon-tailored basis, the ration running for a period of 
three months. To qualify for a ration, a driver had to demon- 
strate his eligibility, i.e. that he performed functions regarded as 
essential to the prosecution of the war, and he had to show need 
for mileage in excess of that provided by the ceiling. The 
latter qualification was, of course, purely administrative. If 
coupons had been issued for all preferred mileage, no matter how 
small the amount, the Boards would have had to make a determi- 
nation of eligibility in all such cases, and this was often a difficult 
matter. Moreover, very many drivers would have had to be 
issued both ^^B^^ and coupons, when some of their driving 
fell in each category. 

The general functions considered by the framers of the gas- 
oline rationing Regulations as eligible for preferred mileage were 
five — government, education, public health and welfare, religion, 
and public information. But not all persons whose work is con- 
nected with the above functions ai*e essential. The Regula- 
tions, therefore, attempted not only to limit ration issuance 
to the most essential functions witliin the nation, but also to 
include only the most essential workers in these categories. The 
additional standards imposed were that the mileage must be 
driven directly in performance of an essential function which 
could be performed in no other way. 

This, th( n, was the purpose of Section 7706 of Ration Order 
5C. As originally drawn, it enumerated 20 groups or functions* 
which wnre digible for preferred mileage as follows: (a) Govern- 
ment officers and employees, (b) School teachers or officials, 
(c) Transportation of groups of students or teachers, (d) Transpor- 
tation of mail, (e) Delivery of newspapers, (f) Non-portable 
eqiupment for making news-reels, (g) Medical Profesaon, (h) 

3. For fechniciil reasons this ration in District I was then issued for 
a period of foui months. 

4. Most ot these groups had likewise been eligible under the earlier East 
Coast regulations (5A). A significant omission from the second list was the 
salesman of productive equipment. 
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Veterinarian, (i) Internes, medical students and public health 
nurses, (j) Embalmers, (k) Ministers, (1) Religious practitioners, 
(m) Farmers, (n) Transporting certain workers, (o) Workers in 
establishments essential to the community or war effort^ (p) 
Representatives of organized labor and management, (q) Con- 
struction, maintenance and repair s^^rvices, (r) Members of armed 
forces, (s) Messenger service, (t) Scrap dealers. 

The actual amendments to this preferred eligibility list were 
surprisingly few, in view of the pressure brought to expand it. 
Some expansion was, of course, achieved in other ways by interpre- 
tation and by falsification of applications. 

Special Rations 

While the intent of the Regulations was that most non- 
occupational needs should be met witliin the limits of the non- 
occupational portion of the book, it was recognized that 
special non-recurrent needs could not always be so covered. The 
'^speciaU' ration was devised to meet such needs when and to the 
extent that they arose. The circumstances for w'hich special 
rations might be issued were clearly specified in the Regulations.® 
Most of the special rations were of little importance, and attention 
will here be concentrated upon those few which were of consecjuence 
either in terms of gasoline consumption or as illustrating the 
pressures under which gasoline rationing operated. 

Change of Res de nee: The change of residence provision was 
by all odds the most important of the special rations recognized 
originally in the Regulations. Cleaily this need for mileage was of 
a non-recurrent nature, and yet in the United States, with the 
many shifts in population occasioned by the war, provision of such 

6. Three groups of essential establishments were included in this section. 
They were: (1) naval, military or hospital establishments; (2) common carriers 
and utilities; and fS) industrial, extractive or agricultural establishments 
essential to the war effort. 

6. They included: Obtaining necessary medical or therapeutic supplies, 
or procuring necessary food and supplies; moving a vehicle or boat to a place 
of storage after repossession or upon seizure by a government authority; 
delivering a vehicle or boat after sale or lease; moving a vehicle or boat from 
one sales establishment or place of storage to another; testing a vehicle in the 
course of its manufacture, or moving it in the course of assembly; transporting 
a scientific expedition; carrying persons to and from the polK; campaigning by 
candidates for public office; operating a vehicle in the course of tests or experi- 
ments contributing to the war effort ; demonstrating cars to prospective buyers; 
moving a vehicle or boat to a now residence of the owner. 
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mileage was necessary.^ Accordingly, local Boards were authorized 
to issue special rations for a bona fide change of residence viithout 
any mileage limitation. 

This liberal provision was naturally subject to grave abuse. 
Applicants would allege a change of residence when, in fact, they 
merely intended to go to a place for a limited period and then return 
home. A trip to Florida for the winter months was one conunon 
abuse. Transfers of members of the armed forces from post to 
post constituted a change of residence, and in man^' cases the 
families of these members followed them to the new post. Workers 
seeking employment in new war areas applied for change of resi- 
dence rations, and many of them journeyed from place to place at 
frequent intervals. In all of these cases the local Boards found 
great difficulties in distinguishing tlie genuine from the bogus, and 
no adequate solution for the difficulties was ever foimd. Drastic 
measures, such as limiting the amount of mileage to be issued or 
the number of bona fide changes of residences which could be 
recognized, seemed inadvisable. The shifts in population required 
by war-time demands were admittedly great, and neither the 
military nor the civilian agencies responsible for seeing that 
personnel was available whcTc it was needed would tolerate the 
failure to issue the necessary gasoline. Given this situation, a 
considerable amoimt of luidesirable issuance was inevitable. 
Efforts were made to supply the Boards vdth information which 
would help them to screen applications presented to them. Every 
passenger car ration holder was provided with a ^‘mileage rationing 
record’’ on which all issuances to him were recorded. Obviously, a 
record w hich show’^ed issuance of a large number of special rations 
would cause a Board to be inquisitive as to the justification. * 

7. In Canada, however, the gasoline rationing scheme made no issuance 
for this purpose. Car owners who had a change of residence were forced to use 
their basic rations or to move their cars by public transportation. 

8. Boards were instructed to ask to be shown referral cards issued by the 
United Statens Employment Service, when workers requested a change of 
residence ration to take them to a new place of employment. The armed 
forces were induced to take over issuance of rations to personnel who had been 
given a change of post of duty or who were travelling on official travel orders. 
The armed forces made their issuance in such cases through military receipts 
for delivery of gasoline, Form R-544. Later Form Ii-593 was used for this 
purpose. This shifted the responsibility from the local Board and also made 
such issuance a charge against the quota given to the armed forces, rather than 
against the quota given for civilian purposes. 
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‘^HardshipJ^ Pressure from applicants, from the Congress, 
and from other government departments promptly supplemented 
the original special ration list. These supplements were both 
official and unofficial. The official represent those additions which 
were recognized by a formal amendment; the unofficial were those 
made by individual local Boards on their ovm responsibility. 
Many Boards, for example, felt that special rations should be 
authorized for visiting the sick and for attendance at funerals. 
In spite of the fact that no authority for such issuance could be 
found in the Regulations, and in spite of instructions from Wash- 
ington and the Re^onal and District Offices which explicitly 
declared such issuance to be illegal, some Boards insisted upon 
issuance. 

This conflict of opinion between Washington and the local 
Boards stemmed from a fundamental difference in outlook. The 
Boards were occasionally faced with cases of individual need wliich 
seemed irresistibly strong. An applicant might, for example, ask 
for gasoline to visit a sick member of his family and be able to 
show that public transportation was not available, that he had an 
inadequate amount of mileage, and that on humanitarian 
grounds some visiting was essential. Faced by such a ^4iard’* case, 
the Board would make an issuance and at the same time make a 
vehement appeal to Washington for an amendment wliich would 
bring its action within the scope of the Regulations. The author- 
ities at Washington, however, were confronted with the practical 
impossibility of drawing up an amendment allowing special rations 
to visit the sick which would not open the door to gross abuses. 
Such an amendment, if drawn in general terms, would have led to a 
great increase in gasoline consumption. If, to take the other course, 
it were drawn strictly in an attempt to screen out the situations 
which did not justify issuance, the amendment would have been 
absurdly complicated. Faced with this dilemma, Washington for 
many months decided to hold the line, even though it was recognized 
that, as a result, some Boards would act illegally and that some, 
by following the letter of the Regulations, would act with 
severity. 

Finally, however, the National Office capitulated to the extent 
of authorizing issuance of a special ration to -cover “hardship'^ 
cases.^ No attempt was made to define what was a hardship. 

0. Amendment 96. effective February 1. 1944. 



GASOLINE RATIONING IN THE UNITED STATES 133 


Instead, eadi Board was to be provided, through its District 
Office, with a blanket quarterly quota in terms of gallons of 
gasoline which it could parcel out at its discretion for issuance in 
hardship cases not otherwise provided for in the Regulations. 
It was felt that giving each Board a definite amount of gasoline for 
such purposes would act as a brake upon Board sympathy and 
gmerodty, even though no means of making an actual check was 
available. 

Furlptighs. One other addition to the special ration list which 
was the subject of much debate was that for members of the armed 
forces on furlough. On May 12, 1943, as a result of pressure from 
local Boards and the public, provision was made for issuance of a 
special ration to members of the armed forces on furlough.* The 
two principal limitations were that the leave had to be for three 
days or more and that only a fiat ration of five gallons was to be 
used. 

While these provisions were administratively simple, they 
were also obviously crude, and at once a demand arose that finer 
distinctions should be drawn. Members of the armed forces on 
leave from overseas service, those who had been wounded, those 
who had a long leave — these and many other bases were advanced 
as warranting a ration in excess of five gallons. A great deal of 
time was spent in examining, in consultation with the military, by 
what means the furlou^ ration could be improved, and finally on 
July 25, 1944, a change was made which seemed administratively 
feasible.^ By the new amendment, one tightening provision 
declared that the special ration should be issued only to members 
of the armed forces on leave or furlough, whereas previously 
issuance had been permitted also to those on pass. Since passes 
were granted frequently, this form of provision had permitted 
some servicemen to secure numerous furlough rations. The new 
amendment further provided that the amoimt of the ration would 
vary according to the length of leave or furlough, with one gallon 
to be allowed for each day not to exceed a maximum of 30 gallons. 

Fleet and Transport Rations 

The Fleet Ration. Many companies own a number of passenger 
cars which are used almost exclusively for business purposes. 

1. Amendment 47, effective May 13, 1943. 

2. Amendment 169, effective January 12, 1945. 
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These vehicles are frequently operated from a pool, which means 
that they are used interchangeably and that issuance to the indi- 
vidual car would destroy the pool operation. The fleet concept was 
designed to take care of this set of circumstances. A fleet was 
defined as consisting of four (later three) or more vehicles of the 
same type (there were also fleets of trucks, but they were made 
eligible for other types of rations) ‘^owned or leased by and used by 
the same person or organization principally in connection with the 
same or related occupations.'^ One application could be made for 
an entire fleet, and the ration books when issued bore not the 
individual vehicle registration but the fleet designation. No “A" 
books were issued to fleets on the ground that such cars had only 
occupational uses. 

The fleet ration was the only exception to the basic premL«»e of 
the program that each passenger car ration should be tied to the 
car for which it was issued. Issuance of a ration to a car (on the 
basis of its operator's needs) was an important control, and depar- 
ture from it led to abuses. Fleet applicants listed more cars than 
were in actual operation, and rations issued for the idle cars were 
used for other vehicles in the fleet. Another problem arose because 
fleet operators shifted their applications from one Board to another 
in search of lenient treatment. These abuses were never satis- 
factorily remedied. At various times consideration was given to 
the device of freezing fleet applications at whatever Board was 
currently handling them. This was not done, but the Boards were 
instructed to question fleet operators coming to them for the first 
time to learn the reasons for transferring, and to secure the files 
from the previous Board before issuing a new ration. 

The Transport Ration, The mileage requirements of com- 
mercial vehicles — trucks, busses, taxis — were originally provided 
for by Ration Order 5A, applicable in the seventeen Eastern States, 
through a special category known as the Service, or ‘^S," ration. 
Since commercial consumption was not to be subject to a ceiling 
— that is, not arbitrarily reduced below needs — the Boards were 
instructed to issue as large a ration as the applicant could show that 
he required. The Boards were not, however, provided with stand- 
ards by which they could judge the validity of an applicant's 
claim, and this situation, coupled with the . applicant's natural 
desire to overstate his needs in order to provide himself with a 
^afe cushion, resulted in^a bad overissuance of rations. 
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Partly for this reason and partly because ODT wished to be able to 
exercise its jurisdiction over commercial vehicles, the job of 
determining the size of commercial rations was passed to ODT 
when nation-wise rationing was ordered. 

When Ration Order 5C became effeetive, Transport 
rations were issued quarterly by the local Boards on the basis of 
Certificates of War Necessity (CWN), which had to be obtained 
from ODT by all commercial vehicles. ODT by then had an organ- 
ization which studied the needs of each truck, bus, and taxi, and 
determned the amount of gasoline needed for each quarter. 
This allowance was entered on the CWN, and the Board in general 
issued that amount without further question. Under tliis arrange- 
ment the local Boards had only clerical duties with respect to 
Transport rations. 

This procedure removed from OPA the effective control of the 
consumption of approximately 35 per cent of the gasoline for which 
OPA was held accountable. After the rations for passenger cars 
had to be s(|ueezed, this arrangement caused much irritation. 
While the OPA Boards were far from onmiscient, their familiarity 
with local conditions would have enabled them to issue Transport 
rations for veliicles wliich had only local use more accurately 
than the less personal ODT District Offices. Many Boards were 
irritated by the necessity for issuing the certified allotments to 
operators without question, while at the same time tliey were 
forced to curtail passenger car mileage. ODT lacked the facilities 
for the continuous mview which in passenger car issuance proved 
so invaluable. Overissuances of ‘T” coupons became, therefore, a 
serious problem. Although a number of minor technical charges 
were made — mostly in the direction of giving the Boards some 
increase of control — the difficulty was never overcome. 

Non-Highway Rations; Other Evidences 

To cover all uses of gasoline other than for the purpose of 
propelling registered highway vehicles, the non-highway ration 
was created. coupons, worth one gallon, and ^'R^' coupons, 
worth five gallons, were issued for non-highway purposes.® At 
first, issuance was for a period of three months, but on March 2, 
1943, as a convenience to farmers, the principal non-highway 

3. They were not valid to secure gasoline for transfers into the fuel tank 
of a register^ motor vehicle. 
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users, this validity period was extended to six months/ Non- 
highway rations could also be issued in bulk coupons (i.e. those 
for delivering to bulk storage facilities) and later in gasoline deposit 
certificates for ration bank accounts for the convenience of large 
purchasers. As with commercial vehicles, no attempt was made to 
limit consumption by non-highway users, in the sense that rations 
were cut below demonstrated needs.* Such consumption was 
regarded as essential to the civilian economy and the operation of 
the war program. The farmer and the construction contractor 
would, it was believed, only buy gasoline in such amount as was 
necessary to do their jobs. Furthermore, the nation-wide gasoline 
rationing program rested upon conservation of tires and non- 
highway consumption of gasoline did not, with minor exceptions, 
use tires. Issuance of coupons was required only to prevent the 
leaks and diversions to curtailed uses that would otherwise occur. 
The local Boards, therefore, in processing applications for non- 
highway purposes tended to issue the amoxmt that the farmer or 
contractor said he needed. The result was a great overissuance 
of non-highway coupons. Applicants estimated their needs with 
liberality, usually with no idea beyond being on the safe side. If 
the surplus issuance had been turned in to the local Board each 
time a new ration was issued to a farmer (as the Eegulations 
required), or even if it had been allowed to remain unused in a 
bureau drawer, no great harm would have been done. Unfortu- 
nately, the overissuance tended to be given away or sold, partic- 
ularly to gasoline dealers. How could issuance be tightened 
without having a detrimental effect on food production or raising 
a storm of protests from the farmers? How could overissuance be 
neutralized, if it occurred? 

The first attempts to secure a more exact issuance were ten- 
tative and fumbling. Local Boards were advised to add farmers, 
contractors, etc. to their panels which passed upon gasoline 
issuance in the hope that thereby more expert knowledge of needs 
might be secured. Another step was the creation of County Farm 
Transportation Committees which were to certify applications of 
farmers for non-highway rations to the Boards. OPA also imder- 

4. It remained three months for non-agricultursl users. 

5. In the cases of non-oecupational use of boats, and in the case of 
amusmnent devices, ceilings were set which were relatively low. Quanti- 
tatively these uses of gasoline were unimportant. 
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took a thorough revision of ttie non-highway application form and 
of the instructions to local Boards concerning non-highway 
issuances. The rate of consumption of the principal types of 
non-highway equipment depends upon so many factors that no 
one simple guide is adequate. However, tables were prepared 
showing probable gallonage consumption per hour, under specified 
conditions, of all important types of tractors, as well as figures 
showing average annual use of tractors in various areas. 

Three other more elaborate schemes were tried out. The 
first seized upon the proposition that most non-highway gasoline 
was delivered to the fanner in bulk to his premisas by tankwagon. 
It seemed reasonable, therefore, to prohibit transfer of gasoline in 
exchange for (five-gallon) coupons except in bulk. This meant 
that retail outlets in cities which did not make such transfers 
would have no right to have coupons in their possession, and 
that therefore many of the illegal markets for ‘*R'' coupons would 
be sealed off. “E” (one-gallon) coupons were, however, to be 
acceptable at all retail outlets in order to toke care of the few 
farmers and others who did not get deliveries in bulk. In addition, 
holders of ‘*R^’ coupons who might be in a similar position were 
entitled to go to their local Boards and exchange “R^^ coupons for 

coupons upon showing need. 

Although this scheme was adopted (April 1, 1944) after the 
most careful deliberation, trouble arose at once in Kansas, Okla- 
homa, and North Dakota. In these States the practice of deliver- 
ing in bulk to the farmers was much less common than had been 
estimated. Instead, many farmers were accustomed to come to 
retail outlets in order to take delivery in dnims. Dealers who did 
this kind of business insisted that the amendment would drive 
their customers away from them, since these customers, instead 
of exchanging their ^'R'' coupons for coupons at the local 
Boards, would prefer to go to the dealer who, because he made 
bulk deliveries by truck, was entitled to accept “R'^ coupons. So 
vigorous and so genuine was the complaint that amendments were 
passed which, in effect, took the three States mentioned 9»bove out 
from under the operation of the plan. A substitute was devised, 
but it was so loose as to be ineffective. Five months later the 
scheme was completely abandoned. 

A second scheme, tried out in a portion of Minnesota, elimi- 
nated issuance of non-highway coupons to farmers who had bulk 
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facilities. Instead, purchase receipts, similar to checks, were 
provided. These evidences, after passing through the flowback, 
were sent back to the Boards in order to be checked against the 
issuance made to individual farmers. The scheme proved, however, 
much too elaborate for effective use and it also was abandoned. 

A third scheme, tried out in Lancaster, Pennsylvania, stemmed 
from the simple premise that issuance of non-highway rations 
could be checked against and based upon actual records of past 
consumption. Every applicant for a non-highway ration was 
provided with a delivery record (Form R-585) upon which was to 
be entered the gallonage value of the issuance made to him. 
Subsequently, all bulk deliveries were to be entered on the record 
by the supplier. When the farmer applied for a new ration, his 
record had to be sent to the Board. This record of actual past 
consumption would obviousl}" provide the Board with a basis upon 
which to base a new issuance, and it would, moreover, indicate to 
the Board how accurately past issuance had been made. After the 
Board had determined the gallonage the farmer required as his 
new ration, it was to issue him his coupons in this amoimt, minus 
any remainder of the coupons issued to him previously sCnd not 
accounted for as used on his record. In short, this remainder was 
to be left outstanding in his possession and regarded as available 
for the period. Such a provision was designed to mop up past over- 
issuance, while the record itself was designed to secure more 
accurate issuance for the future. The plan was put into effect in the 
limited area of Lancaster County on March 10, 1944, and favorable 
reports concerning its operations were received. It was made 
nation-wide on May 1, 1945. 

The outcome of all of these approaches, together with a 
greater awareness by Boards and consumers of the need for 
conserving gasoline, was a gradual improvement in non-highway 
issuance. But the result was never satisfactory and, although 
statistics cannot be given, some of the excess of non-highway 
coupons flowed to the black market. No arbitrary cut in the 
value of the non-highway ration was ever made, principally 
because of fear of political repercussions. In addition, an equitable 
method of making a cut could not be worked out. Reduction in the 
value of and ‘‘R” coupons alone would have left untouched 
the rations, or portions of rations, issued in the form of bulk 
coupons or as bank accoimts. 
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Even with the benefit of experience, it is not easy to see how 
a satisfactory scheme for rationing non-highway gasoline could be 
devised. Without extremely cumbersome controls, over-issuance 
of such rations is inevitable. The farmer cannot estimate his needs 
with precision because what he will use depends upon the weather 
— an incalculable variable. The farmer cannot be expected to 
take a minimum necessary amount of coupons with the assurance 
that, in the event of a deficiency, he can apply for and be given 
more, because he has not as quick access to a local Board as has the 
town dweller. Any attempt to tighten the issuance by prescribing 
tighter control through application forms which ask for detailed 
information runs up against both the inability of many farmers to 
supply the information and their resistance to bureaucratic 
administration. 

Bulk and Inventory Coupons. In establishing coupon types 
and values, a conscioas effort was made to keep the majority in 
small denominations. The possibilities of racketeering indicated 
the advisability of making that occupation as unprofitable as 
possible, and large denomination coupons would provide an easy 
medium for use in the black market. Two large denomination 
coupons seemed, however, to be necessarj*. (1) Inventory coupons, 
issued to dealers to cover the difference between their storage 
capacity and their actual supply of gasoline on hand at the time of 
registration, were of 100-gallon denominations (with one-gallon 
inventory coupons as “change”). (2) Bulk coupons were also in 
100-gallon and one-gallon denominations, because purchases in 
bulk were bound to be of large gallonage. To require inventory 
and bulk transactions to be covered b}' five-gallon coupons would 
have been an exhausting waste of time and paper. 

The more important of these 100-gallon coupons — and the 
more troublesome — was the bulk coupon issued to large con- 
sumers of gasoline. Any person who could prove that he had bulk 
storage facilities from which he serviced his vehicles or equipment 
was entitled to have his ratioq issued all or in part in bulk coupons, 
or to have his ration book marked for bulk transfer.® In order to 
spare the Boards some inconvenience where that would work no 
hardship on the consumer, a minimum monthly ration of 250 

6. In general, all highway coupons were good only for transfers into the 
fuel tank of the motor vehicle specified on the cover of the ration. 
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gallons — later raised to 480 gallons — was also established as a 
prerequisite to bulk coupon issuance. 

Since any large consumer was eligible for bulk coupons, this 
meant that some rations, some rations, some rations 
and some rations were issued in bulk coupons. The original 
identity of these rations was lost, and no way existed by which to 
determine the particular type of consumption for which the 
ration had originally been issued. Moreover, a cut in the value of 
the bulk coupon could not be made for any one class of consumers 
without reducing the rations of all other holders. Similarly, a cut 
in the value of passenger car coupons, or coupons, or 
and coupons, left holders of bulk coupons untouched. Since 
only a very few fleets had bulk coupons in lieu of passenger car 
ration books, this was not serious as regards and coupons. 
However, 20 per cent of non-highway and nearly 40 per cent of 
total transport issuance was made in bulk coupons. Because both 
transport and non-highway rations were badly overissued, bulk 
coupons were also badly overissued. In the summer of 1943 a 
system of ration banking was established nation-wide. Licensed 
distributors and large consumers were given gasoline accounts with 
designated banks, and bulk coupons were abandoned.’ 

Inventory coupons, like bulk coupons, were issued in 100 and 
onc-gallon denominations. When, at the beginning of rationing, all 
dealers registered at local Boards, they were required to state their 
total storage capacity and the amount of gasoline which they 
currently held. In order to permit them to fill their tanks on sub- 
sequent delivery, inventory coupons of a gallonage equal to the 
amount of imfilled storage capacity were issued to them. A special 
coupon was needed for this purpose, since purchase of gasoline 
for inventory did not constitute consumption. Only when this 
gasoline passed to consiuners, and coupons were collected from 
them in exchange for it, was it ^‘consumed' ^ within the meaning of 
the gasoline rationing program.® The size of inventory coupons 
made them a lucrative counterfeiting proposition, so much so that 

7. Amendment 50, effective May 15, 1943. As a convenience to farmers 
the lOO-gallon bulk coupons were allowed to remain valid until August 31, 
1943. The one gallon bulk coupons continued valid until December 31. 

8. Issuance of inventory coupons was also authorized to cover dealer 
losses resulting from evaporation, spillage and theft of gasoline and coupons. 
Dealers also received inventory coupons in place, of invalidated evidences 
which had been legally collected but could no longer be used. 
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they eventually had to be cut off. This was not done, however, 
until the summer of 1944, when local Boards were authorized to 
open ration bank accounts and the certified ration check could be 
substituted for the inventory coupons. 

Military Acknowledgments. While the military was, of course, 
not subject to civilian restrictions, it was necessary to provide 
some evidence for military use when gasoline was purchased from 
an outlet otherwise held responsible for rationing regulations. So 
long as miUtary withdrawals occurred above the licensed distribu- 
tor level, they were not accountable. Purchases below that level, 
however, were accountable by ration evidences. 

The problem was to proAude the dealer or other seller with 
some evidence that he had in fact sold to the military authorities. 
This was accomplished by use of an Acknowledgment of Delivery 
(Ponh R-544) which resembled a check and which was presented 
for replenishment just as were coupons. The military Acknowledg- 
ment was intended primarily to provide for emergency needs, for 
example, the •cross-country movement of military vehicles. It 
soon came to be used, however, by military personnel travelling in 
private cars. Had issuance been carefully handled, this would have 
caused no difficulty. Actually, issuance was extremely loose. Not 
Mily were large numbers of forms issued, but they were often 
issued in blank. They could be cashed for any amount, and often 
the service station operator filled in the amount himself. 

The form was changed twice in an attempt to control its use. 
Finally, on October 1, 1944, it was invalidated altogether, and a 
new and stricter system provided for military use. Two forms were 
issued for transfers into the fuel tanks of vehicles, one (R-593) for 
vehicles owned by the armed forces, the other (R-594) for private 
cars driven by military personnel in pursuance of their duties. 
The former had no specific value, the latter was good for only 
five gallons per form. Military establishments buying gasoline in 
bulk had to open ration bank accounts. In addition, the military 
authorities themselves took steps to assure more careful issuance of 
these forms.’ 

9. Two other unimportant forms were the exchange certificates and the 
emergency transfer receipts. The exchange certificate was used, before the intro- 
duction of ration banking, to provide the licensed distributor with a summary 
evidence for use in making his monthly reports to the State Tax Administrator 
and to OPA. To send all the gummed coupon sheets he had accumulated 
during the month would have been awkward and futile, since inspection of 
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Definition of Gasoline 

The gaisoline rationing program was, from the start, designed 
principally to control the use of gasoline in motor vehicles and 
particularly in passenger cars. In defining the product to be 
rationed, therefore, the chief test was use to propel a motor veliicle 
by means of an internal combustion engine. There is, however, a 
wide range of petroleum products which, alone or in blend, will 
propel a motor veliicle. Many of these products — and they 
were quite different in different areas — which had not been 
commonly or usually used before rationing, suddenly came into 
common and usual use. Should coupons be required for transfers 
of these fuels? Different dealers and distributors answered this 
question in different ways. 

The fuels which caused the most trouble under this clause were 
the so-called '^tractor fuels.’^ These tractor fuels were expressly 
designed for sale to farmers in states permitting no tax refund or 
exemption on gasoline used for non-highway purposes. Their 
specifications were carefully adjusted to escape the range of the 
state definition of gasoline for tax purposes. Since a tractor was not 
a motor vehicle according to the definition of the latter in Ration 
Order 5C, the tractor fuels were not gasoline. On the other hand, 
demand for these tractor fuels was stimulated after rationing, in 
those States in which they were available, because some of them 
actually could be used to propel motor vehicles. When coupons 
were collected for transfers of these fuels, coordination with the 
State tax reporting systems — which excluded the fuels — was 
upset. Even their legitimate use in tractors, without coupons, 
caused difl5culty, since farmers could apply for and receive rations 

them would have been impo«sil)le. The coupons were surrendered, instead, to 
the local Boards and exchange certificates which amounted to receipts were 
issued in their place. 

Emergency transfer receipts were provided for emergency use when 
inability to secure gasoline promptly would have constituted a serious threat 
to life, health or valuable property. The forms, which had no specified value, 
were distributed to service stations. A person needing emergency gasoline had 
to fill out his name, address, and the purpose for which the gasoline was 
needed. The dealer then took the form, which was in duplicate, to his local 
Board, receiving inventory coupons in return. The Board filed one copy for 
its own records and sent the other to the transferee’s Board. 

The emergency receipt was a source of much petty fraud and most of the 
forms were withdrawn from the filling stations by the District and Regional 
Offices They were not invalidated, however, because of legal insistence that 
equity would be damaged thereby. 
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to run their equipment which was in fact operated on non-rationed 
fuels, thereby leaving a surplus issuance for diversion to highway 
uses. 

This situation was further complicated when, with the advent 
of fuel oil rationing, it became necessary to draw some dividing 
line between gasoline and fuel oil for rationing purposes. The 
Gasoline and Fuel Oil Branches of OPA early agreed that between 
them almost the whole range of petroleum products should be 
covered, since otherwise the unrationed fractions could be readily 
obtained and blended up or down to make motor fuel or fuel oil, 
thereby defeating the purposes of both programs. As to the line 
between them, a 100° flash point seemed the best answer, and the 
gasoline definition was amended accordingly to include all fuels 
(with certain exceptions to be noted) having a flash point below 
100° Fahrenheit. It was admitted that this would throw into 
the gasoline range some products that were really not like gasoline 
and which, therefore, if excluded, would not endanger the gasoline 
program. On the other hand, these products were highly explosive. 
The Fuel Oil Branch was understandably reluctant to permit sale 
with fuel oil evidences of any product which, if used as a burning 
oil, might endanger life and limb. As a result, certain products 
were included as gasoline which were later to cause trouble.^ 

The new definition of gasoline, therefore, became any petroleum 
product ‘^commonly known or sold as gasoline^ ^ or having a flash 
point below 100° Fahrenheit, with certain exceptions of which the 
most important was naphtha. 

Beginning with Ration Order 6C, naphtha was always ex- 
cluded from the gasoline definition. It was readily admitted from 
the beginning that such exclusion presented opportunities for 
evasion. On the other hand, the alternative of rationing naphthas 
presented numerous administrative diflSculties which might be 
more costly than the potential leak. For example, many naphthas 
are sold for a variety of home purposes (cooking, lighting, cleaning) 

1. The same amendment which introduced the 100® fla«^h point made 
other important changes. The phrase, “commonly and u^uall> med to propel 
a motor vehicle,^^ was changed to read “commorly known or sold as gasoline.’^ 
Further, all petroleum products, excepting liquified petroleum gases, including 
all those products otherwise excepted, became gasoline when they were used 
or blended for use in a moter vehicle. Products like the much -debated tractor 
fuels were in this fashion clearly included by the language, and at the same 
time the door was at least partially closed on the use of unrationed products 
in blend. 
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in small quantities by hardware, drug and grocery stores. Inclusion 
of these products in rationing would, it was estimated, have 
necessitate the registration as dealers of approximately 300,000 
such outlets — a formidable local Board work-load. There was 
also reluctance to include these minor uses, because of the volume 
of coupon issuance it would entail. Unless naphthas were rationed 
on separate evidences — a big printing and distribution job in 
itself — gasoline coupons, principally non-highway, would have to 
be used, and coupons issued for purchase of naphtha would, there- 
fore, be equally good for purchase of gasoline. In addition, estab- 
lishment of general eligibility for a ration would mean that a great 
many people would apply for it. Therefore, actual encouragement 
of naphtha consumption (and for illegal purposes) might result. 

This attitude underestimated the potentialities of naphtha as 
a substitute motor fuel. Trouble soon arose, particularly in the 
Middle West. The Regulations had made no attempt to define 
naphtha, because this would have been a highly complicated 
definition. For practical purposes, therefore, dependence was 
placed upon trade practice to provide a definition. Unfortunately, 
the same product was sold as gasoline by one company and as 
naphtha by another. Thus the anomalous situation existed that a 
product was rationed in the first instance and excluded in the 
second. And all that could prevent abuse was the good faith of the 
industry and the use clause which made a rationed product one 
which was used or blended for use in a motor vehicle. 

When it became apparent that OPA’s trust in the good faith of 
some sections of the industry was misplaced, an attempt was made 
to rdnforce the position taken imder the Regulations. To this end, 
it was forbidden to deliver naphtha as an unrationed product 
into the fuel tank of a motor vehicle; to store naphtha in tanks 
roistered as a part of gasoline storage capacity; to receive coupons 
in exchange for sale of products bought without coupons as 
unrationed naphtha. It was also provided that dealers and 
distributors might not sell unrationed naphtha to a customer who 
they knew would use it as a motor fuel. 

These steps were ineffective. The Standard Oil Company of 
Indiana, in particular, had for a long time bem marketing as stove 
and lamp naphtha a product which was really unleaded third-grade 
gasoline. Definition of naphtha by trade name excluded this 
product from rationing. Standard of Indiana was not blind to its 
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opportunities, and pushed the sale of this product. Soon other 
marketers were forced to come out with competing products. 
Abuse became so widespread that further action was clearly 
indicated, preferably without resort to rationing. In October, 
1943, PAW issued a limitation order® which, with certain excep- 
tions, limited deliveries of naphtha to dealers and bulk consumers 
during any calendar quarter to 125 per cent of the amount they 
had received during the comparable quarter of 1941. Industry 
figures indicate that the limitation order had some effect during 
the three months following its adoption. However, in March the 
sales trend moved upward again. 

On June 29, PAW asked OPA to ration naphtha in certain 
Midwestern States.* Following a series of conferences in which the 
problem was explored, and after industry and OPA field opinion 
was found to be overwhelmingly in favor of the move, OPA agreed 
to accept an appropriate directive from WPB. The directive was 
issued and an order was prepared rationing naphtha in all of 
PAW District II.* The amendment* became effective November 
20, 1944. 

Hopes that the naphtha problem would be solved by this move 
were quickly dashed. As indicated above, the prospect of rationing 
naphtha was not entirely attractive to OPA, because of its impli- 
cations in terms of Board work-load and excessive coupon issuance. 
In an attempt to exclude as many specialized products as possible, 
the definition was purposely made narrow. It soon developed that 
it was too narrow. Not long after the order was issued, the 
Standard Oil Company of Indiana brought onto the market a 
naphtha with a 10 per cent point of 230® F. This was an entirely 
acceptable fuel for the limited automotive use for which it was 
intended, and the abuse continued. 

2. Petroleum Distribution Order 18, 

3. Illinois, Indiana, Michigan, Minnesota and Wisconsin and ‘*in any 
other states which may be agreed upon by OPA.'^ 

4. North Dakota, South Dakota, Nebraska, Kansas, Oklahoma, Min- 
nesota, Iowa, Missouri, Wisconsin, Ulinois, Michigan, Ohio, Indiana, Ken- 
tucky, and Tennessee. 

6. Amendment 159. The move was accomplished, not by genml amend- 
ment of the gasoline definition, but by the addition of a clause including 
naphthas ‘‘under circumstances .set forth in this order.** (Paragraphs 776-780, 
Loose Leaf Service.) These fuels were then separately defined as “having an 
ASTM 10 per cent distillation point below 2^^* Fahrenheit/* Non-highway 
coupons were issued for their purchase. 
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The Flowback System and the Bordbb Peoblem 

The Flowback System. Rationing is a process of controlling 
demand for a scarce commodity. Therefore; the first step in the 
functioning of a rationing program must be the placing of ration 
evidences (representing rights to buy) in the hands of the right 
consumers and in the right quantities. But there is more to the 
problem than issuance of ration currency. In order to control 
effectively the use of that curr^cy, and the distribution of the 
commodity it represents, supervision must be exercised over 
the industry engaged in distributing the commodity. In the 
gasoline rationing program, the principal control factor was the 
flowback system. 

In distributing gasoline, the organization of the petroleum 
industry falls roughly into three levels. At the top stands the 
licensed, or primary, distributor, licensed by the State or States 
within which he operates to import gasoline and to account for 
taxes. Next stands the intermediate distributor, who acts as a 
wholesaler. His distinguishing characteristic is the fact that he 
must buy his supplies from a licensed distributor. At the bottom of 
the distribution system is the retailer, who may operate a sendee 
or a tank truck, making deliveries to consumers only. 

Gasoline flows from the licensed distributor downward. 
Coupons, on the other hand, entered the distribution system at 
consumer level and flowed upstream in gallonage amounts equiv- 
alent to the downstream movement of gasoline. Throughout the 
system, each transfer of gasoline had to be matched by a like 
transfer of coupons. Thus there was, at every level, a control over 
the movement of rationed product. 

Specifically, the flowback of ration evidences worked in the 
following manner.' The consumer received his coupons from a 
local Board. If he made large purchases of gasoline in bulk, he 
received a gasoline deposit certificate^ which he deposited in his 
ration bank accoxmt. When he bought gasoline from his dealer, 
he surrendered coupons (or a ration check) of a gallonage value 
equivalent to his purchase. The dealer was permitted replenish- 

6. Ration banking will be included in this description It was installed 
nation-wide on January 27, 1943. While the system as first set up did not 
include it, the theory of flowback was not thereby changed. The original 
I»Y>visions will be briefly described in subsequent footnotes. 

7. Bulk consumers at first received bulk coupons. 
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ment only to the extent of his consumer coupon collections.' 
When he received a delivery from his supplier he surrendered the 
appropriate number of coupons. For convenience in handling, 
these were placed upon gummed sheets,* each holding fifty coupons 
of a like type and value. 

The supplier who accepted these gummed sheets deposited 
them in his ration bank account.* If he were an intermediate 
distributor, he had to write a ration check to his supplier to cover 
deliveries made to him. If he were a licensed distributor, he had 
to write a monthly check to OPA for the amoimt of his rationed 
sales during the month. With this check the licensed distributor 
had to file a reconciliation statement (Form R-550), accounting 
for all sales of gasoline made during the month. He had also to 
prepare a report form, for tax purposes, for submi.saion to the Tax 
Administrator in each state in which he sold gasoline. To the 
latter were attached the OPA report and check. These received 
preliminary auditing by the Tax Administrator. The R-550 and 
ration check were then forwarded to the audit and control section 
of the Gasoline Rationing Branch, Washington, where they were 
finally checked. 

The advantages of the tie-in of ration reports with State tax 
reporting procedures were numerous. The states depend heavily 
upon the revenue received from motor fuel taxes. To assure their 
collection, extensive controls over licensed distributor operations 
are maintained. The leakage which might otherwise be possible 
between the refiner and the distributor was largely plugged by 
strict state auditing systems. At the refineries, and at all points of 
entry (e.g. pipelines and water terminals), the states require the 
use of approved entering devices, sealed marketing tanks, and 
separate loading facilities for shipments by various types of 
transport. Subsequently, the States secure reports of carrier 
operations of all types from the carriers themselves and from the 

8. Except for inventory coupons issued to him upon registration to the 
extent of his unfilled storage capacity. 

9. Form R-120. 

1. Prior to ration banking, the gummed sheets were surrendered to the 
Boards who issued Exchange Certificates (R-660) in return. This was a 
device to reduce the volume of paper handled at the upper levels of opera- 
tions. It also brought the coupons tok to OPA at a level where they might be 
checked. Actually the volume of paper, even at the Board level, was too great 
to permit effective scrutiny of the evidences. 
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Department' of Interior. Exchange of information among States 
enables each to follow the flow of gasoline from the refinery through 
every level of distribution to the point of tax payment. 

In addition, the States maintain sizable forces of inspectors 
and auditors to check all sales made within their borders. These 
audits are made with relative frequency. The Federal tax system, 
on the other hand, which is imposed at the refinery level, is usually 
three to four years in arrears. This was an important factor 
governing the decision to tie-in ration reporting with the State 
tax systems, rather than to carry it up to the refinery level, where 
the coverage would have been considerably wider. 

A drawback of the State system was the large number of 
reports that had to be handled. State licensing systems differ 
widely, and as a result in some States relatively few distributors 
are licensed, while in others, such as Kansas, hundreds of small 
operators are required to file reports. On the other hand, the coop- 
eration received from tax administrators in making preliminary 
checks and the convenience to the industry of coordinated report- 
ing could not be overlooked. 

In addition to the controls provided by the flowback system, 
OPA maintained some supervision over the industry throu^ 
registration. Before rationing began, each dealer and distributor 
was required to register with his local Board. Dealers and inter- 
mediate distributors were required to report their total storage 
capacity and their total gasoline inventory as of the start of 
rationing. Inventory coupons were then issued to the amount of 
the registrant’s unfilled storage capacity. At no time could he 
have on hand gasoline or coupons in excess of his registered storage 
capacity. The debiting program, which began early in 1944, made 
good use of this clause by making penalty reductions in registered 
storage capacity equivalent to the gallonage value of invalid evi- 
d^ces surrendered. 

The Border Problem. The effectiveness of gasdine rationing 
was impaired in irritating, although minor, ways by what can be 
called the border problem.^ The existence of an unrationed area 
next to a rationed one, as was the case when the East was rationed 

2. During the period before the program was nation-wide, a “no sale” 
and a “bufFer” zone were created west of the rationed area, and these gave 
rise to minor inequities which were literally insoluble. Even more troublesome 
were problems arismg from deliveries from the rationed to the unrationed 
area by pipeline, tank car and truck. 
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and the rest of the country was not, obviously caused difficulties, 
and these were perpetuated by the emergence of the Eastern 
shortage area. The fact that a coupon was worth less in terms of 
gallons on one side of a border led drivers to spend on the other 
dde of the border. Such a situation, while creating a zone within 
the shortage area in which the force of the rationing system was 
ineffective, did not seem worth attempting to correct. More 
important was the impact of the difference in coupon values 
upon dealers and their supplies. A dealer who only gave three 
gallons per coupon which his competitor across the border accepted 
for four gallons was injured. Suppose, however, that this dealer 
received deliveries from a supplier outside the shortage area. 
Under such circumstances, a number of avenues of fraud were 
opened to both. The supplier could sell only three gallons per 
coupon to the dealer, redeem the coupons at his bank for four 
gallons, and distribute the bonus as he saw fit. Or, entering into 
collusion with the dealer, he could sell to him at four gallons per 
coupon, after which the dealer had a bonus which he could distrib- 
ute on the black market. 

The enforcement technique finally evolved after much debate 
was to require dealers to mark clearly on the gummed sheets, to 
which coupons were attached before being passed on to suppliers, 
the name of the county in which they were located. These sheets, 
when deposited by the supplier in his bank, were to be inspected by 
the bank to see where sale of gasoline was made, with credit given 
at the appropriate value per coupon. 

Thk Black Market 

The black market did not become prominent until the gasoline 
rationing program was six to nine months old. For one thing, 
except in the East, the program did not bear heavily on users of 
gasoline and therefore no strong incentive existed for growth of 
a black market. For another, both the consumers and the industry 
were unacquainted with how the ration machinery operated. 
They did not know how, ev^ if they had the desire, to engage in 
ill^sd operations with a minimum of risk. Both of these safe- 
guards were lost with the passing of time. When it became neces- 
sary to cut passenger car rations, a demand for black market 
gasoline was stimulated, and by this time very many people knew 
how the Regulations could be evaded with rdative impunity. 
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Those who were responsible for framing and operating the 
program had stressed the point that the best safeguard is to secure 
correct issuance. It is a truism to say that, if each applicant secured 
only enough coupons to cover his legitimate needs, no surplus 
would exist which could be diverted to illegal use (although 
counterfeiting might grow up). The difficulty of securing proper 
issuance was not appreciated until early records came in which 
enabled a comparison to be made of issuance and flowback. 
In the case of non-highway coupons and “S” coupons (the prede- 
cessors of "T”), the figures were shocking. A great excess of 
unspent coupons existed which himg over the market and which 
represented potential consumption. It was clear not only that a 
drive had to be made to improve issuance, but also that steps had 
to be taken for periodical alteration of the type of coupons, so 
that the over-issuance of a prior period would be invalidated. 
The tightening came in various ways. Starting in the summer of 

1943 it became the practice to have a regular cycle of invalidation 
of old and replacement with new coupons. As local Boards, 
through experience, became acquainted with the purpose of the 
shift in the type of coupons, as ration banking was extended, 
and as more vigorous enforcement took place, it was possible 
to erase the overhang of unused coupons which had been issued 
in an earlier period.® An additional advantage of periodic invali- 
dation was that it withdrew a particular type of coupons from 
circulation before counterfeiting techniques could be perfected; 
and by making the validity period of the coupon relatively short, 
it made coimterfeiting less profitable. 

In December, 1943, the “T” coupons for the first quarter of 

1944 were issued in strips rather than in books, and were serially 
numbered. Three months later the same technique was used for 
“B,” "C,” “E,” and “R” coupons. This was an important device 
from the enforcement viewpoint because the serial numbers 
rendered the job of the counterfeiter much more difficult. It was 
important also because the serial numbers provided identification 
of the coupons with the ration holder, which made them easier to 
trace and easier to identify by the station operator. Another 

3. Some local Boards, not at first appreciating the purpose of the cut-off, 
continued issuance of old coupons beyond the time specific, with the result 
that some ration-holders found themselves innocently in possession of invalid 
coupons. 
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important advantage of the strip technique was the elimination 
of tailoring. Coupons which had been tom out of books in the 
tailoring process were technically invalid. But they often found 
their way into black market channels, for theft was relatively 
easy and identification and accountability difficult. 

Another technique designed to check the transfer of surplus 
coupons was coupon endorsement. This was introduced on 
November 16, 1942, while gasoline rationing operated only in the 
East. It was carried over into the National program and for many 
months was the subject of bitter attacks by the industry and the 
public. Partly as a result of its unpopularity and partly because the 
full potentiality of coupon endorsement as a weapon for enforce- 
ment was not realized, this requirement of the Regulations was 
long ineffective. Endorsement was also often executed by the 
dealer rather than by the consumer of gasoline, and spokesmen 
for the dealers insisted that to expect dealers to demand that their 
customers endorse coupons in advance was to fly in the face of 
established business customs. At various limes the protest was 
so intense that the requirement of endorsement was on the verge 
of being knocked out of the Regulations. 

The phenomenon which put life into the technique of endorse- 
ment was the emergence of a large black market — and especially 
a black market in counterfeit coupons. It should be appreciated 
that the black market from the outset operated almost entirely 
within the coupon system.^ The most common method was for a 
dealer to acquire, by purchase or by gift or in some other way, an 
excess of coupons. With this excess he could sell gasoline — at a 
black market price — to customers who did not turn over coupons 
of their own to cover the sale. The coupons which the dealer had 
in possession did, however, get into the flowback, and these 
therefore used up some of the gasoline which had been allotted by 
PAW for legitimate civilian consumption. So far as the filial 
consumption grew, the portion left for legal consumption was 
diminished. 

The counterfeit situation arose as criminal elements came to 
see that rationing provided them with the chance for a profitable 

4. One exception was the so-called drip gasoline, which was taken illegally 
from pipelines. This was an old practice, existing long before rationing. 
Obviously such gasoline never got into the machinery of the gasoline rationing 
system. 
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racket. The early coiinterfeits were relativdy crude, both in their 
make-up and in the type of paper on which they were fuinted. 
Soon, however, the racketeers managed to secure safety paper and 
to produce counterfeits which could only be detected by fluorescent 
lamps. This was counteracted by limiting and safeguarding the 
plants which did the printing job, and by inspecting their pro- 
cedures to prevent theft. 

The job of searching out counterfat coupons which were in the 
flowback proved beyond the resources of the Boards. It was then 
shifted to the ration banks and to the District Offices. Finally, in 
the spring of 1944, a verification center was set up in each of the 
eight OFA Regions, equipped with fluorescent lamps and other 
scientific devices for detecting counterfeits, and staffed with trained 
persoimel. All coupons were sent from the banks to them, and in 
this fashion a 100 per cent coverage of all evidences entering the 
flowback stream was achieved. 

In the great bulk of cases coimterfeit coupons were sold to 
filling stations rather than to the public. Such a sale was obviously 
less risky, since it would be for a considerable gallonage. Moreover, 
the public appreciated that purchase of coupons was illegal, as it 
often did not appreciate the illegality of purchases of gasoline 
without coupons. Because of this fact, enforcement focused attri- 
tion on the filling stations. Obviously dealers were unlikely to get 
many cotmterfeits if they insisted that a motorist, when buying 
gasoline, transferred properly endorsed coupons from a ration book. 
Motorists who were in possession of illegally secured coupons 
would naturally be timid about opning themselves to detection by 
placing endorsements cm such coupons. If the dealer innocently 
did take counterfrt or stolen coupcms, he was charged with them 
precisely as thou^ he had done so delibrately, i.e. he was notified 
that his re^stered storage capacity (his operating inventory) would 
be reduced by the gallonage value of the bad evidences. It was felt 
that in most cases insistence upon endorsement and a check of the 
serial numbers of the coupons presented against those appearing 
on the consumar’s ration folder* would provide sufficient safe- 
guards against acceptance of bad coupons from ocmsumeis. Obvi- 
ously this system was bound to do injustice to some dealers as 

5. The issuing Board noted on the folder the inoturive numbers of the 
coupons in each ration. 
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counterfeiting techniques improved, and in December, 1944, a 
limited relief was authorized.® 

In addition to counterfeiting, black market operators stole 
legally printed coupons from Boards, warehouses, etc. Thefts were 
difficult to prevent, because in the earliest days of the program. 
Boards had inadequate facilities for safeguarding coupons. As a 
result Boards were restricted in the size of the coupon inventory 
which they were permitted to hold, and they were instructed to 
keep the bulk of their inventory in a security site, such as a bank. 

Most important of the safety techniques, however, was the 
mailing center. Boards served by a mailing center held a minimum 
of coupons. Instead, coupons were held at a central location, where 
they could be given adequate protection. The Boards notified 
the mailing center of the proper issuance to make, and the center 
prepared the rations, wrote the required information on the 
identification folder, and mailed the ration to the individual. The 
Boards themselves could iasue, in case of emergency, only purchase 
permits. These were relatively safe from theft because they were 
difficult to forge and so were unprofitable for black market pur- 
poses.^ 


The Effect on Consumption 

The ultimate test of the accomplishment of gasoline rationing 
is its effect in reducing consumption. As evidence of this reduction 
the estimates of motor-fuel consumption, 1941-44, prepared by the 
Public Roads Administration, are given in the table below. 

These figures indicate that civilian gasoline consumption in 
1943 was 71 percent, andin 1944 was 73 percent, of 1941. Themost 
significant figures are, however, thase for passenger cars, which 
show consumption in 1943 as 60 per cent, and in 1944 as 62 per cent, 

6. Amendment 163. 

7. Another difficult problem concerned the transfer of a gasoline business 
to a new operator by a person who had been suspended or debited out of 
business, or who was short of evidences as a result of selling gasoline without 
collecting coupons. The drastic solution would have been to apply all penalties 
to the business location itself, as well as to the operator. If the station was 
suspended, it would have to stay closed for the duration of the suspension, 
regardless of who operated it This would, however, penalize the innocent 
owner of the property by completely depriving him of income from his invest- 
ment during the suspension period, and the padlocking procedure was not 
adopted. As a result, loopholes remained, especially with respect to leased 
stations, which successive tightening amendments did not remedy. 
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Civilian Motob-Fuel Consumption® 


1941 1942 1943 1944 1941 1942 1943 1944 

(XhouaandB of barrels per day) (Pei centagcs) 


Passenger cars . . 

. 1,172 

940 

706 

734 

100 

82 

60 

62 

Commercial. . . . 

. 406 

358 

338 

340 

100 

88 

83 

84 

Non-highway. . . 

. 146 

163 

172 

178 

100 

112 

118 

122 

Total 

. 1,724 

1,461 

1,216 

1,252 

100 

85 

71 

73 


of 1941. As has been explained, gasoline rationing did not attempt 
to reduce consumption by commercial vehicles and for non-highway 
purposes. The farmer was provided with all the gasoline evidences 
for wliich he could show occupational need, and non-highway 
consumption actually increased by 22 per cent in 1944 over 1941. 
Commercial use of gasoline decreased somewhat, partly because 
the number of trucks and busies shrank by 7 per cent and partly 
because of rationing restrictions. 

Not all of the decrease in passenger car consumption is, of 
course, attributable to gasoline rationing. The number of such cars 
in operation dropped by 17 per cent in 1944 over 1941, and in- 
directly tire rationing had some effect in reducing gasoline con- 
sumption. Against the weight of such factors one should, however, 

8. These figures, which in detail have not been published, were prepared 
for me by Mr. G. P. St. Clair. The breakdown does not coincide precisely with 
that used in gasoline rationing. For example, the figures for passenger cars 
given above include consumption by taxicabs, whereas in the rationing plan 
this consumption is classified as commercial. 

It may be asked why the effect of gasoline rationing is not indicated by 
figures of gasoline flowback. The difl^culf y is to tie in such figures to the figures 
for a pre-rationing year. This difficulty arises not so much from the overall 
figures as from the distribution of these figures among the chief types of use 
— passenger cars, conamercial, and non-highway. The flowback figures in 
1943, for example, total approximately the same as those given by the Public 
Roads Administration. But the flowback figures for commercial and non- 
highway uses are much less than those shown by the Public Roads Adminis- 
tration. What is the explanation? In part it arises because gasoline was secured 
through non-highway and commercial coupons, and used in passenger cars. 
This black market consumption is reflected in the non-highway and commercial 
flowback, and it may amount to 100,000 b/d. It is, however, probable that the 
Public Roads Administration figures underestimate non-highway and commer- 
cial uses in wartime. Any attempt to reconcile flowback and Public Roads 
Administration figures would be a complicated statistical job. For present 
purposes, therefore, the Public Roads Administration figures are accepted 
with the general warning that they may underestimate the reduction in 
passenger car consumption which gasoline rationing accompUshed. 
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consider the effect of expanding incomes during the war period, 
^though this factor cannot be measured, its significance in 
increasing the demand for gasoline cannot be doubted. 

Another statistical measure of the effect of gasoline rationing 
is provided by the estimates of motor vehicle travel prepared by 
the Public Roads Administration. They show that vehicle-miles 
travelled by passengers in 1943 were 58.5 per cent, and in 1944 
60.8 per cent of 1941.® 

The incidence of the reduction in consumption was unequal 
in different parts of the country, although it would be an intricate 
and unrewarding task to separate out the various elements. In 
some states the figures of consumption did not decline, because of 
war industrialization and the influx of population ; in some, a similar 
result was produced by lax rationing.^ What is certain is that the 
impact of gasoline rationing in the northeastern states was more 
severe than elsewhere, both because rationing was begun at an 
earlier date and because it was imposed with greater severity. 

James A. Maxwell. 

Makgaret N. Balcom. 


Clark University 

9. Public Hoads Administration, Classified Estimate of Travel by Motor 
Vehicles, 1936 to 1944. Table VM-1, 1945. 

1. The Public Iload.s Administration fi^?ures show at one extreme that 
highway consumption in Utah, Nebraska and South Dakota was 85 per cent, 
79 per cent and 79 per cent in 1943 compared to 1941, while in Connecticut, 
Massachusetts and Pennsylvania the figures were 57 per cent, 58 per cent and 
59 per cent. 



A NOTE ON MAXIMIZATION CRITERIA^ 

The purpose of this note is to re-examine some aspects of the 
maximization problem recently discussed by Lutz,^ and to suggest 
that the quantity to be maximized depends upon circumstances 
surrounding an investment opportunity — particularly upon 
input limitations and the technological possibilities of timing 
input and output. For convenience, one of Lutzes examples will 
be used in this note. While he considered three alternative maximi- 
zation criteria, 2 it is proposed to consider only two in the present 
note. 

The two possibilities to be considered are the maximization 
of the internal rate of return — i.e. the rate at which costs and 
receipts must be discounted to give the investment opportunity a 
present value of zero,^ and the maximization of the difference 
between discounted receipts and discoimted costs, where both 
receipts and costs are discoimted at the market rate of interest.® 

In comparing these two alternative criteria. Lutz constructs 
the following example.® Suppose an entrepreneur is considering 
the investment opportunity presented by the growing of a tree, 
and that the costs^ are all incurred at the time of planting. Assume 
also that the entrepreneur has perfect foresight and knows the 

1. The author is indebted for criticism and suggestions to Dr. Gerhard 
Tintner, Dr. 0. H. Brownlee and Dr. John Nordin. 

2. F. A. Lutz, ‘The Criterion of Maximum Profits in the Theory of 
Investment,” this Journal, November, 1945. 

3. Lutz also considers the possibility of maximizing the ratio between 
discoimted receipts and discounted costs. Since this leads to the same result 
as maximizing discounted net receipts in the only example considered m the 
present note, it is excluded from consideration here. 

4. K. E. Boulding, “The Theory of a Single Investment,” this Journal, 
May, 1935, pp. 475ff. 

5. P. Samuelson, “Some Aspects of the Pure Theory of Capital,” this 
Journal, May, 1937, pp. 497ff. See also other authors cited by Lutz. For 
brevity this criterion is sometimes referred to as the maximization of discounted 
net receipts in the present discussion. 

6. Lutz, op, cit. p .64. The present writer adopts the essentials of Lutz’s 
example and the diagrammatic scheme. The notation is changed slightly to 
facilitate some of the mathematical demonstrations included in the present 
note. 

7. It should be noted that Lutz includes rent paid for the use of the land 
as a cost, but at no point does he take account of the fact that the rent charge 
would be higher for a long production period than for a short one. 
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lumber value of the tree at sdl future dates at which he may cut 
the tree and sell the lumber, and that the value of the lumber 
increases at a decreasing rate. 

The situation can then be represented by a diagram as in 
Figure I. The logarithm of the cost or value at a particular date is 
measured along the y-axis, time along the x-axis, with 0 the time 
of the initial investment. C represents the initial cost of planting 
the sapling. R=f{i) represents the value of the lumber at all 
contemplated dates. The convenience of plotting the log of value 
quantities hes in the fact that if any quantity is cumulated at a 
constant rate over time, the resulting accumulated value appears 
as a straight line. Thus, different rates of return on the initial 
investment C can be represented as straight lines emanating from 
C, with the steepness of the slope indicating the rate of return. 
Obviously, the internal rate of return is maximized at the slope 
indicated by line II, if the producer sells the tree for K after lapse 
of time M. If line IV represents cumulation (or discount) at the 
market rate of interest, then Vt represents the present value at 
time O of expected receipts L after lapse of time N when returns 
are discounted at the market rate. It is apparent that V»— C is 



FIGURE I 
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the maximum difference between discounted receipts and dis- 
counted costs, where both are discounted at the market rate of 
interest. Thus maximization of the internal rate of return involves 
disinvestment at Af , and maximization of discounted net receipts 
involves disinvestment at N, 

In deciding between these two alternatives, Lutz writes, 
‘Trovided that a market rate of interest exists, and there are 
always people who value capital assets by capitalizing their yields 
at the market rate of interest, there can be no doubt that the 
entrepreneur will maximize V'— C, not the internal rate. The 
value of the tree, not cut but standing, would move along the 
discount line] At M its value standing would thus be [S], 

which is more than X, its value as cut lumber. The entrepreneur 
would, therefore, under no circumstances cut the tree at [Afj. 
Either he will hold on to it until [N] or, if he wants to disinvest at 
Mj he will sell it at the price The purchaser by letting it grow 
until [N] will just make the market rate of interest on his invest- 
ment.’^® 

It should be noted that if it is possible to cut and sell and 
immediately reinvest at M, a preferable course of action is open. 
The entrepreneur could sell for K at time Af , withdraw an afiiount 
equal to X—C, and reinvest an amount eqiial to C. After another 
lapse of time equal to Af he again sells for an amount equal to X 
and reinvests C. This process is shown in Figure II. If for any 
reason the producer wnnts to disinvest at X, he has lumber worth 
k and three withdrawals worth 3(X— C) • fc+3(X— C) = is 
greater than L in tliis case, and will always be greater if the entre- 
preneur can invest his withdrawals at the market rate of interest. 
In this case TF>L, even if we assume that the entrepreneur cannot 
invest his withdrawals at all. 

An even more favorable result occurs if we assume that the 
whole sale value at X can be reinvested at the maximum internal 
rate of return. This situation can easily be illustrated by assuming 
that the initial cost (C in Figure III) represents the cost of plant- 
ing a number of saplings, and that at Xi the whole amount is rein- 
vested m a new and larger number of saplings. In Figure III we 
have the entrepreneur disinvesting at Af and reinvesting in saplings 
worth B 2 at time of planting. JB 2=®/2 {t^M) now represents the 

8. Op. cit., p. 68. 
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growth function. It is apparent that 


Ih 


K 

— and that the linear 
Ih 


distance BJCi equals BiCi, since value is measured on a logarithmic 
scale. Another convenience of the logarithmic scale is that the 



FIGURE ni 






160 


QUARTERLY JOURNAL OF ECONOMICS 


new growth curve R% will have the same appearance as the original 
growth curve R. 

The €^ntrepreneur allows these trees to grow until their value is 
JCa, at which point he sells the lumber and reinvests in saplings 
with value Bz. At time 3M these have attained a value of Kz* 
This process would continue with the growth curve always becom- 
ing tangent to the line of maximum internal return until the 
entrepreneur desires a withdrawal or until the increased produc- 
tion begins to affect price. The value of the lumber available at 
NiaW, which can be seen to be greater than L. The present value 
of W will then be greater than the present value of L at any rate of 
discount. The entrepreneur would probably not sell at N, but 
would choose 3M or 4M if a withdrawal were desired at about 
that time. 

It is difficult to imagine the entrepreneur waiting until N to 
disinvest, if sale and reinvestment can be accomplished quickly 
and without too much cost at M. This might be possible in some 
lines of production and not possible in others. For example, a 
commercial poultry producer (particularly one in a southerly 
climate) can presumably sell off his flock and start new chicks at 
any time. He would thus sell at M and reinvest part or all of his 
funds at that time. On the other hand, prices of range steers for 
grain fattening are usually favorable only in the fall or early winter. 
Growth curves for cattle® suggest that both points K and L are 
reached before the start of a new production season. A beef- 
feeder would, therefore, presumably feed \mtil the point L is 
reached, and then wait until the next season to reinvest.^ 

Another argument advanced by Lutz® in connection with this 
example supposes that the entrepreneur (refer again to Figure I) 
plants a tree at each moment in time. Once full production is 
reached, he both plants and cuts a tree at each moment in time. 
He plans to continue this operation indefinitely. Lutz then shows 


that if he cuts each tree at age M, his gross income stream, after 
full production is attained, is K per moment of time with a present 

value at time 0 of , where r is the market rate of interest. 


r 


9. USDA Technical Bulletin No. 900, Septanber, 1945, p. 9. 

1. If he uses his own capital and has no other use or outside investment 
for it, he will better his position by waiting to disinvest imtil the value curve 
has a slope of zero, providing the value curve shows 'ale price less cumulated 
feed costs. 

2. Op. cit., p, 69. 
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If he cuts each tree at age N, his gross stream becomes L per 

moment with a present value at time 0 of . In either case, 

C ^ 

the present value of the cost stream is ~ . Since Le is equal to 

Vj in Figure I and is equal to Vi, he concludes that the 

present value of the anticipated net income is greater if period of 
growth N is chosen. 

This conclusion is correct under the assumptions Lutz makes. 
It should be observed, however, that the longer the period of 
production* chosen, the larger will be the grove of trees in existence 
after full production is reached. For example, if m represents a 
moment of time long enough to cut and replant a tree, there will 
N 

be — trees in existence under full production with period N, and 
m 

— trees if the period is M. If we take a grove of a given size, say — 
m m 

trees, then the present value of the income stream where cutting 

N 

occurs at Af becomes and the present value of the cost 

M r 

N C 

stream becomes . This is to be compared with discounted 

M r 

Le~'^ C 

revenues of and discounted costs of - in Lutz’s example 

r r 

above. Obviously, — (Ke**^—C) will be greater than — 
Mr r 


C)if ^ is greater than ^* ^ , 
M r 1— C 


That this is true with 


the particular growth curve and discount rate shown in figure I 
is apparent.* It might be useful, however, to consider the optimum 
period of production for this sort of investment opportunity \mder 
the gener^ assumptions made by Lutz without restricting our- 
selves to the situation shown in Figure I. 

Assmne again a cost of planting C, a growth funoticni R ••fit), 
such that the first derivative R'>0, B"<Q, Bit) <C. Assume that 

8. This ia aimilar in some reapecta to period of production inoblema that 
have prewoualy been treated. See the discusaiona indexed under “period of 
production” in Sti^dur, Production and Distribution Theories, New York, 1941. 

4. That this is true|can also befboaplied from a consideration of Figure II. 
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capital or land limitations limit the size of the grove to T trees. 

T 

The entrepreneur is to plant a tree at each moment — — in 

(p) 

time, so that T trees will be planted when the first one (the one 
planted at time 0) is ready for cutting. If p represents the opti- 

T 

mum growth period, then a tree will be planted each — interval 

P 

of time. Once full production is reached, a gross income of iZ(^) 
will be available each moment of time with a present value of 

m Ti 

at time p, where r is the rate of interest or discount, and 

P r y ^ 

a present value of at time 0. The cost stream will 

P T C 

have a present value at time 0 o present value of dis- 

counted net receipts at time 0 is then 

( 1 ) W=-(R^p,e^^-C) 

pr 

If we wish to choose a period p to maximize this value we get 

(2) ^^^(pR\p)e^’‘-prIi{p)e-^’>-Rip)e-^+C); ' 

dp prr 

setting this equal to zero and simplifying we get 

(3) /2'(p)=»ri2(p)H — as a condition of the optimum 

V 

period. It can readily be shown that this is less than the period N 
in Figure I, as long as profit is possible at all. At period N the 
present value V 2 of the receipts from the growth of a single tree is 
maximized. 

=R\^r)e*^—rB^fr)e^^=0 

( 4 ) R\if)^=rR^if^ 

As long as profit is possible, B(p) must be greater than Cc’’ in 

equation (3). will be positive; therefore R' will be 

P 

greater if the presmt value of the whole investment opportunity is 
maxi mized. Since R"<0, p must be shorter than N and R(p) to the 
left of R(if), If R^J,) ss Ce^ for the optimum period, then the market 
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rate of interest is equal to the maximum internal rate of return and 
the present value is maximized at 0. 

Another interpretation of equation (3) may be of interest. If 
r«0, then 

( 6 ) 

P 

This can readily be seen to be a condition of the period which would 
maximize the net income per unit time, once full production were 
attained. This period could be determined by drawing a straight 
line from C tangent to the receipts curve on a diagram which 
showed both time and value on linear scales. 

While it would be dangerous to generalize too much from the 
simplified situations examined above, the writer fciels that certain 
inferences can be dravm. The most important of these is that 
rational maximization criteria for individual investment oppor- 
tunities are likely to depend on the technological possibilities and 
input limitations associated with each investment opportunity. 

For example, if the period of production is technologically or 
externally determined (as in the beef-feeder example p. 160) and 
is longer than time N in Figure I, then the producer should not 
disinvest before N, and he should disinvest at iV” if we assume 
perfect mobility of capital at the market rate of interest (i.e. the 
entrepreneur can either borrow from the outside or make outside 
investments at the market rate). On the other hand, if the entre- 
preneur can disinvest and reinvest at will, as in the poultry example, 
i.e. if he can determine the period of production, then there are 
circumstances in which it will be rational for the entrepreneur 
to terminate each individual investment before the present value 
of net receipts from that individual investment has been maximized. 
This will be true even if we use the difference between receipts 
discounted at the market rate and costs discounted at the market 
rate as the criterion for evaluating the operation as a whole. 

If initial capital is limited and the entrepreneur can forego 
withdrawals for several production periods, as illustrated in 
Figure III, the investment will grow fastest if the internal rate of 
return is maximized. In general, one might expect situations in 
which maximization of the mtemal rate of return is rational to be 
commonly associated with situations in which the capital input 
is limited. 

In Lutz’s example reproduced on p. 158, there is an implicit 
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limitation on the labor input — i.e. the rate of cutting and replant- 
ing is held constant regardless of the length of the production 
period. The sise of the investment becomes a variable dependent 
on the production period chosen. In this circumstance, maximiza* 
tion of discounted net receipts on each individual investment has 
been shown to be the rational criterion. 

If the entrepreneur wishes to maintain the operation at a given 
mze (T trees) and wishes to maximize the discoimted net receipts 
of the whole investment, then the period chosen is, in general, 
neither that which maximizes the internal rate of return nor that 
which would maximize the discoimted net receipts on the growth 
of an individual tree (equation (3), p. 162). 

This suggests to the writer that it mi^t be profitable to con- 
struct various theoretical models involving various input and 
technolo^cal limitations likely to be encountered in practice, and 
to try for results with more general applicability than those of the 
example discussed above. Lutz correctly states that, “Under 
competitive conditions the situation depicted in the diagram 
(figure I) cannot last. Either the profit to be obtained by invest- 
ing in trees will attract other investors until, through a rise in'the 
costs of investment and a fall in the value of trees, the present value 
of the output becomes equal to the cost of investment, i.e., until 
(Vj— CO equals zero; or ‘speculators' will start trees at the cost of 
(c) and sell them at once for (Vj) repeating the procedure until the 
difference ... is eliminated. In this equilibrium situation the 
internal rate of interest becomes equal to the market interest 
rate. 

That is to say, the maximum internal rate of return will always 
be equal to the market rate of interest in long run equilibrium 
under perfect competition. Wherever there is a possible difference, 
it may be attributed to short-run considerations or market imper- 
fections. These latter situations are worth considering and, as has 
been shown above, may lead to various rational maximization 
criteria. 

CUFFOBD HiU>BETH. 

Iowa Statb Collbchz 

5. Op. oit. p. 69. 



SOME PRINCIPLES OF COMPENSATORY ACTION^ 


Some of the strongest opposition to, and greatest misunder- 
standing of, the Employment Act of 1946 during its le^lative 
course stemmed from a fear of the way in which public monies 
might be spent. Some principles governing compensatory policy 
were vaguely formulated at different stages in the legislative 
process, but they appeared more as safeguards or considerations 
than as fundamental principles guiding public policy. The final 
Act does little to clarify the issue. 

At least .six major principles should guide compensatory action 
that is used as an instrument for maintaining maximum levels of 
employment. In approximate order of importance compensatory 
action should: 

1. Give the greatest practicable encouragement to the free 
enterprise system; 

2. Obtain the maximum amount of useful goods, services 
and/or assistance per dollar expended; 

3. Create the maximum practicable number of additional man 
hours of useful employment directly and indirectly; 

4. M^tain the normal distribution of the nation’s labor 
force by occupation and by industry group, as nearly as possible; 

6. Preserve the skills, work habits, and morale of individual 
workers to the maximum practicable degree; and 

6. Contribute to an expanding exchange of goods and services 
among nations. 

First of all, compensatory action must ^ve the greatest 
practicable encouragement to the free enterprise system. This 
principle may, however, frequently run into direct and indirect 
conflict with the other basic principles, and is the crux of some of 
the sharpest disagreements on public policy. 

On the one hand, efforts to place the unemployed on the most 
useful projects and to preserve as nearly as possible the normal 
distribution of the nation’s labor fcnx» may push public activities 
into areas that have been traditionally regarded as private; for 
example, into housing and electrification. If this is done without 
regard to the effect on profit prospects, it may discourage as much 

1. The writer wishes to acknowledge the helpful suggestions of John F. 
Tumnons. 

UMS 
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new private employment and investment as it initially creates. 
For if private investors and producers anticipate or fear constantly 
expanding government competition within their area, they are 
going to be increasingly reluctant to undertake new enterprise, and 
may even fail to maintain their past level of expenditures and 
employment. If public spending discourages business spending or 
investment, it will create just that much more need and justification 
for further expansion of public spending, thereby intensifying the 
vicious circle. The end result might be that an increase in public 
spending, purportedly for the preservation of the free enterprise 
system, in reality might undermine and destroy it. 

On the other hand, if regard is given to the effect that un- 
balanced budgets or potential government competition are pur- 
ported to have on private enterprise to the exclusion of all other 
considerations, then that may stymie governmental attempts to 
achieve maximum employment. Therefore, it mil be exceedingly 
important that public work, which potentially competes with 
private enterprise, be evaluated in both its long-run and its overall 
effects, as well as in its short-run and immediate itnpact. 

Some public work clearly displaces private enterprise and Is to 
that extent a threat to the system. For example, extensive pro- 
duction and sale of furniture on the open market or the indis- 
criminate entrance of the Government into residential housing 
would be of this nature. It is possible, however, that a type of 
public work which may appear to be competitive in its immediate 
effects may encourage the private enterprise system in its long-run 
and overall effects. For example, the TVA, by rehabilitating an 
economically depressed region and making cheap electric power and 
waterway transportation available for private consumption and 
commercial use, has been a boon to private enterprise, not only in 
the region but throughout the nation as well. Or government 
entrance into low-income housing, which has been traditionally 
unprofitable for private builders, might create a demand for mate- 
rials and equipment that would otherwise never arise. 

Enough has been said to indicate that sound public spending 
policy must come to grips squarely with this issue. Compensatory 
tax policy must also be carefully weired in terms of its effects on 
private enterprise. 

Second, it almost goes without saying that the maximum 
amount of useful goods, services and/or assistance should be 
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obtained per dollar expended. No program of governmental 
expenditure will long be justified by public opinion unless the funds 
are spent not only for a good purpose but also for the best purpose 
at a given moment. One of the first tasks, therefore, is to place 
social priorities on different types of public spending. It will be 
difficult to apply this principle because of the lack of a common 
denominator with which to compare the social value of a dollar 
expended on building or improving schools, planting trees, develop- 
ing recreational resources, increasing social security benefits, or 
subsidizing employment in private industry. Nevertheless, policy 
judgments have to be made and are, in fact, constantly being made 
upon the relative importance of these types of expenditures. 

Third, compensatory action should be taken in such a way as 
to create the greatest practicable number of additional man-hours 
of useful employment, directly and indirectly. Application of this 
principle will call for discriminating economic research. It will be 
necessary to make continuous and careful analysis of the multiplier 
effects of government spending and the stimulating effects of 
lowering different taxes. It will be important to know whether the 
greatest economic impact per dollar of expenditure is to be obtained 
through public work, direct aids to consumption, or subsidizing 
private employment. Within the category of public work it will be 
necessary to know the amount of onsite, offsite, and tertiary 
employment created by each major type of work \mder different 
conditions. Moreover, the stimulating effects of spending policy 
must be equated with those of tax policy. 

Fourth, corapen.satory action should maintain the normal 
distribution of the nation’s labor force by occupation and by 
industry group, as nearly as possible. The normal distribution may 
be assumed to be the best, since it 3nields the goods and services that 
society wants most, as determined by free consumers’ choices in the 
open market. It is also desirable to minimize the readjustments 
involved in shifting unemployed labor into temporary adtemative 
employment and then back again into its normal place, once the 
economic maladjustment has been corrected. 

Fifth, compensatory policy should preserve the skills, work 
habits and morale of individual workers to the maximum practi- 
cable degree, subject to the qualification that no skill should be 
preserved after it is rendered obsolete by technological change. It 
is too often overlooked that in the final analysis human values are 
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the most important. The economic wastes due to idle men and idle 
money dxiring the 1930’s were great, but the loss in skills, work 
habits and morale of millions of the nation’s workers and their 
families was to a large degree irreparable. It has become clear, 
therefore, that compensatory action, particularly public work, 
should aim to maintain and improve the skills of the workers, so 
long as it is believed desirable to maintain them under the existing 
technology. It should encourage to the utmost honest and con- 
scientious work habits. But most important is the preservation of 
the worker’s morale by providing work of high social value at 
prevailing wages and technological efficiency. 

Finally, all compensatory action should be tested by its effect 
on the world economy. It should look toward the promotion of 
world trade and peace, and should avoid measures or programs that 
lead to economic warfare and division among nations. Any other 
course invites a chain of events leading to consequences too horrible 
to contemplate. 

E. Jay Howenstine, Jb. 

Wabbinoton, Dj C. 
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' 1. Perfect monopoly: the short-run marginal cost curve, 174; the long-run 
cost curve, 179; intrapWt vs. interplant economies and diseconomies, 181; 
the problem of optimum sise, 184 — II. Mathematical analysis: geometric 
proof, 185; algebraic proof, 187. — III. Oligopoly: non-economic considera- 
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Although theories of imperfect competition have long since 
foimd a recognised place in textbooks, varying degrees of dissatis- 
faction with then have persisted due to their restrictive assump- 
tions. To a very considerable extent this situation must continue 
until we have many more detailed studies of specific firms and 
industries and their methods of operation. The difficulty is, of 
course, the procuring of information. Even if many corporations 
overcame their reluctance to open their books to economists, those 
fimdamental and intimate details of corporate policy formation 
which are not translatable into bookkeeping entries would still be 
lacking. To some extent, however, the empirical evidence already 
available to us provides a basis for ognificant improvement in the 
theory. Accordingly, I plan in this article (1) to extend the analysis 

1. I oannot overemphasise my debt to Professor Henry C. Simons, on 
whose Eoonomios 201 Syllabus (mimeographed, Univeitity of Chicago B^k- 
store) this article is so largely based. Although Professor Simons did not see 
the manuscript before his untimely death, I discussed with him several of the 
points involv^. 1 am also indebM to Bert HoseHts, H. Gregg Lewis, and 
William H. NichoUs (all of the University of C^dcago), who readanearlim* draft 
of this article and offered valuable criticisms and sufisestions. 

ITS 
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to deal Tuith multiple-plant and (2) to prea^t a generalised 
digopoly solut3<m which can be employed aa a frame of reference 
in empirical studieB. 


I 

To illustrate the probl^ of multiple-plant firms, I ahall first 
consider a case of perfect monopoly. For simplicity assume a 
linear dmand curve remaining constant throu^out the discussion, 
completely unspecialized factors of production (precluding any 



OUTPUT 


FIGURE I 


monopsony power), and a sdn^e product. Assume that the monop- 
oly firm consists of 100 individual (and identical) plants, each 

2. The usual one-firm-one-plant analysis is completely unrealiBtio. Thus, 
in 1937 the 50 largest manufacturing corporations owned 2809 plants, or an 
average of 67.4 per firm. No firm owned less than seven plants, wMe one 
owned 497. (TNEC, Monograph No. 27, The Structure of Industry, pp. 
676-714) 
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of the long-ran optinuun mse and ivith cost ounree indicated in 
figure 1, where oc, me, and otic represent average, mar^al, and 
average variable costs, respectively. For convenience we have 
assumed that the plant marginal cost curve is composed of two 
linear sections. 



OUTPUT 

FIGURE II 


We turn now to the problem of constructing the monopolist’s 
short-run marginal cost curve (Figure II), noting that in the short- 
run (by definiricm) the monopolist cannot change the number ctf 
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plants in existenoe. Ccnusder & g^ven output gtf the question i% 
how wiU monopolist allocate this output among the difleimt 
plants in ordw to minimise costs? The answer falls into two parts, 
according as Si is greater or less than KXM^. In the former case 
the optimum allocation would be to have the output equally 
districted among the plants. This readily follows from Figure I. 
If one plant is producing more than another, its marg^al cost 
will be hi^er; consequently, a reducticm in total cost can, be 
effected by shifting the output from the former to the latter.^ This 
process will continue until all plants are produdng the same 
amount. We thus get the right-hand part of the marginal cost 
curve in figure II. To construct the marg^al cost curve for 
outputs less than we note that no plant in operation will produce 
less than k»; any desired output qi<q» will be produced by having 
X plants produce h imits apiece (where h is the output corre- 
sponding to minimum average variable costs for the plant — cf. 
figure I), with the remaining 100 -x plants left idle, (x is obviously 
determined by the relationship This may be proved as 

follows. In the short run the monopolist must bear the fixed 
expenses of the 100 plants. Therefore he will minimize total 
expenses for any given output by minimizing total variable 
expenses. Consider now the ^ven output 9,<^. If this output 
were equally allocated among all plants, each plant would produce 
k,<kt at an average variable cost of Pi>p%. Then the total variable 
costs would be lOOl^^pj. However, the total variable costs, if x 
plants were to produce kt apiece, would be xktpt. But 100l;{p,> 
xkjpt, since 100ki<=xkt=qi and Pi>pt. This is perfectly general 
and holds for any qi<qt and ki<kt. In this range the monopolist 
would operate keeping some plants idle. The average variable 
cost would be xktpt/xkt^pa. Therefore, until qt, the average 
variable cost curve is a horizcmtal line at a height pi. By definition, 
the marginal cost curve, in this range, coinddes with it.' 

Strictly spealdng the linear shape of the marginal cost curve 
is only an approximation which is approached as the number oi 

8. The units of the abscissa of Figure II are related to those of Figure‘1 
by the equation kj’^qj/lOO for any j. 

4. This holds for the cost curves usually dealt with, but is not general. 
Cf. Section II below. 

fi. The position of the marginal cost curve in this range can also be 
established by noting that it can never be less than p%, for the total expenses 
can always be reduo^ by at least pi per unit simply by dosing dbwn a ^ant. 
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plants inonases. Ilie actual shape is pictured in liguie ni; this 
may be considered as a 'l>Iowup” of figure II (note Ihe break in 
the vertical axis). For convenience, however, we have consideied 
a firm consisting of only seven plants, each of the type described 
in Figure L v,- is the average variable cost of the fim, if i plants 
(neither more nor less) are used to produce a given output in the 
cheapest way possible. The have a common oti^, since one 
unit of output will always be produced by one plant producing 
(me linit, regardless of the number of plants. .As t increases, 
tends to flatten out, since any given increase in output will increase 
the output per plant less the more plants there are. Frmn our 
previous discussion we know that will reach its minimum at an 
output of iki and a height of pt (i = 1, 2 . . . 7) ; that is, the mmimiim 
p<wts are equidistant and at the same height.* The intersection 
of and indicates where it would be profitable to employ an 
additional plant. The heavy kinked’^ curve is thus the rdevant 
average variable cost curve of the firm. It is tangent to the hoti> 
zontal line (pi xmits high) at the outputs nk% (n^l, 2 ... 7). 
Similarly, we construct a marginal cost curve mc{ for each For 
higher values of i, mCi will approach closer to Vi since the latter 
tends to flatten out. It is possible that ranges may exist fear 
which mCi becomes a step function. This is especially true for the 
riEong part, where the assumption that output wO be equa% 
allocated is more probable; mrr is drawn on this assumption. 
Thai an output of 71^+1 is produced, with six plants producing 
ht and one producing A?i+1 ; an output of 7 h+i (f* 2, 3 ... 7) is 
produced by having 7—i plants produce h ajnece, and i produce 
Jti+1 — so that the marginal cost for aU these outputs is the same. 
Thus, for outputs greater than 7kt, mcj is a rising step function, 
with steps seven units wide. On corresponding assumptions. In 
figure II the mar^al cost curve for outputs greater than gi is a 
step function with steps 100 units wide. As long as the width of 

6. These results are given more generally with the aid of some very neat 
mathematics in M. F. W. Joseph, “A Discontinuous Cost Curve and the 
Tendency to Increasing Returns,'’ Economic Journal, Vol. 43 (1933), pp. 
890-393. However, the exposition there is impaired by the unwatraaM 
assumption that any output is equally allocated among {Juts. Cf . Section 11 
of this artide. 

7. That is, a eonHnvous curve with diteorUinuotu dtrwoHves at certain 
points. Curves of this type have been erroneously referred to in die literature 
as “disoontinuoua.'* 
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the step is small relative to the scale of Figure II, we can approxi- 
mate the rising part of the curve by a straight line. 

In fact, due to the decreaedng portions of the v,- and me,- 
curves, we cannot construct these curves by allocating the out- 
put equally among the i plants. There do not seem to be any 
short-cut rules to follow, and the curves can be constructed only 
by trial and error allocations of the given output in diffeimit ways 
among the i plants and noting vdiich way minimizes total variable 
cost. Similarly, it is impossible to determine by any simple rule 
when Vi and will intersect — that is, when a new plant will 
be brought into operation. There might even be multiple inter- 
section of Vi and For differently shaped plant cost curves 

we get entirely different results. Thus, for example, in the case 
of two plants we can construct cost curves such that the total 
variable cost is minimized by having one plant produce on the 
rising part of its marginal cost curve, and the other on the falling 
part (see Section II of this article). 

Since the allocation of any given output is now detamiined, 
we can construct the other cost curves in Figure II, making use of 
the data in Figure I. For the demand curve or the optimum output 
is at qi, and the per-unit monopoly profit is p*— p». The usual text- 
book analysis stops at this point, with the implication that the 
monopolist is not producing at the point of minimum average 
cost ($3) and should make no attempt to do so if he is to maximize 
profits. This certainly holds for the short run, but in the long run 
the monopolist can change his position by adjusting the number of 
plants through investment and disinvestment. 

The problem is then one of determining the long-run cost 
curves of the monopolist (cf. Figure TV). The fundamental fact 
which must be noted here is that even in the long run the monopoly 
will not proceed to build different sized plants; investment and 
disinvestment in the firm will take place only by dian^g the 
number of plants. This follows from our assumption that the 
eristing plants are of the long-run optimum size. 

The construction of the monopolist’s Icmg-run average cost 
curve is analogous to the construction of the short-run average 
variable cost curve for outputs less than The procew is identical 
if we note that in the long run (by definition) all costs are variable 
costs. We need cmly to observe that in the argument pi is leplaced 
by p* and qt becomes infinitely large. In the long run the mon(q;>- 
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olist win minimue the coet of producing any output qj by arranpng 
his investment and disinvestment policieB so that he will have 
exactly y plants, each producing h (of. Figure I), where y is 
determined by the relation y’»q}/\h- In other words, the optimum 
method of producing any pven output is to have each pl^t pro- 
ducing at its minimum average cost point, and adjusting the 



rtRMB, CAM'SLS AND IMPBBFBCT COMPETITION 181 


number of plants (by investment and disinvestment) so that the 
denied output can be produced. The total cost of any output qj 
wiU then be yh^pi and the average cost pa, so that the long-run 
average cost curve {Iran) will be a horizontal line at the height 
ft] the long-run marginal cost curve (Irmc) will coincide with it.* 

The long-run equilibrixim price and output in Figure IV 
(assuming ar to remain constant) are pt and gj, respectively. The 
long-run price and monopoly profits are each greater than in the 
short run. Once the optimum long-run output gt is determined, 
the optimum number of plants in the long run — m=qf/kt — is 
mmultaneously determined. Thus, in the long run the monopolist 
will have m plants and the short-run average and marginal cost 
curves sroc and ermc (Figure IV). srae will obviously have its 
minimum point at the output gt, since for that output each of the 
m plants will be producing at its own minimum point h. Since 
m < 100, the marginal cost curve for the firm with m plants remains 
horizontal at p* over a shorter interval than when the firm con- 
sists of 100 plants. Specifically, for the case of m plants, me re- 
nudns constant only until qt=mki<qi^lOOkf It is interesting to 
note that in the long run the monopolist will of necessity be produc- 
ing at the minimum point of his short-run average cost curve. 
We must now determine what particular assumption we have made 
that has led to this xmusual result. 

First let us distinguish between intraplant and interplant 
economies and diseconomies. Intraplant economies are what we 
usually have in mind when we speak of economies of large-scale 
production. These are derived from increases in the size of plant 
which enable use of more specialized and efficient machinery, 
develops skills in performing specialized tasks, eliminates move- 
ments of workers, and so on. Interplant economies are reductions 
in (social) cost following from the fact that two or more plants 
operate under a common management, instead of being separately 
owned. These take the form of economies in purchases and sales 
of materials, research, flexibility, “scientific management,” risk- 
bearing, financing, integration, etc. Diseconomies of both types 
are due to increasing difficulties of coSrdination, bureaucratic 
inefficiency, etc. That there are substantial and continuing intra- 

8. We must otake TeaervationB here uudogous to those made above 
oMoeming the shape of the average variable ooet curve for outputs less than 
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plant economies has bemi shown to be trae in many industries;* 
but on the question of interplant economies very little empiricid 
evidence is available. Similarly, we have little information about 
the diseconomies. 

Let us now consider the long-run average cost curve (Figure 
V).‘ The curve Ci is the traditional Harrod-Viner envelope of the 
family of one-plant short-run cost curves «i. The specific Si (say 
Sii) which is tangent to ci at the latter’s minimum point is (by 
assumption) our curve of Figure I. Consider now any specific 
curve of the s* family — say Sji. This curve is constructed by 
allocating a given output in the best way possible among two 
plants of arbitrary size. We construct an curve for every posrible 
combination of different size plants. We then construct the c% 
curve by marking off for any given output an ordinate equal to 
that of the lowest point on any member of the family of curves sj 
for that ^ven output. Strictly speaking, ct is not an envelope 
curve, since there can obviously be members of St which do not 
touch it: for example, Sn in Figure V. From our previous exposi- 
tion we know that the S 2 curve tangent to c* at the latter’s minimum 
point is that formed from two identical plants each of the size 
indicated in Figure I. A similar interpretation holds for the other 
sj, and Cf curves. The latter will tend to flatten out as i increases. 
We know from our preceding discussion that c,- will reach its 
mi nimum for an output of hi at a height of ps (»= 1, 2, . . . . 00 ) ; 
that is, the minimum points are equidistant and at the same 
height.* The intersection of Sj and Sy+i indicates where it would be 
profitable for the monopolist to build a (j-l-l)-st plant. The heavy 
kinked curve is therefore the long-run average cost curve. In the 
case of other indivisibilities, the c,- curves would also be kinked, 
resulting in the long-run average cost cxirve having still more 
kinks than pictured here. The long-run marginal cost curve is 
discontinuous and of the same general shape of that in Figure III 
(for outputs less than 7fci), except that it extends indefinitely out, 
approaching more and more to the horizontal line at p». In order 

9. J. M. Blair, “The Relation between Sue and Efficiency of Budneas,” 
Review of Economic Statistics, Vol. 24 pp. 126-135 (1942); Joseph Steindl, 
Small and Big Business, Oxford University Institute of Statistics, Monograph 
No. 1 (1945). 

1. Fig^ V may be considered as a blowup of Figure IV; note the break 
in the vertical axis. 

2. Of. note 6 above 
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not to make Figure V too cumbersome, this curve has not been 
included. 

The declining portion of ci measures the extent of intraplant 
economies: the greater h the greater their importance. The im* 
portance of interplant economies is measured by the relative 
positions of the successive minimum points of the long-run average 
cost curve. There are four major possibilities. (1) They may lie 
on a horizontal line; this is the situation depicted in Figure V. It 
implies that there are no interplant economies or diseconomies, 
or that they offset each other identically for every output. (2) 
They may lie on a curve which renuuns a horizontal line for a 
significant distance and then begin to rise; here there are only 
interplant diseconomies. (3) The curve declines and then becomes 
horizontal; here there are only interplant economies. (4) The 
curve has the traditional U-shape pattern. 

We see now that the previous imusual results for the monopoly 
case follow from our assuming situation (1) to hold; otherwise, 
there is no necessity for the monopolist to be operating at the 
minimum point of his short-run cost curve even in the long run. 
But it is essential to note that even in the traditional case (4), 
where from a purely probability viewpoint there is least likelihood 
that in the long run he wall operate at the minimum point, the 
probability is greater than usually realized that his cost will be 
close to the noinimum cost. This follows from the construction of 
the cost curves, which makes it impossible for the long-run multiple- 
plant cost curve (even if U-shaped) to be less flat-bottomed than 
the long-run single-plmt cost curve.* 

Formulation of the problem in this way focuses attention on 
the central policy problem of monopoly: optimum size of firm. 
Dissolution as the answer to monc^>oly is subject to two funda- 
mental criticisms, (a) If firms are to be of optimum size, there 
might not be enough independent firms resulting from the dis- 
solution to make the operation of competition possible. In other 
words, we wall replace monopoly with some oligopoly dtuation, 
and it is quite possible that we would be as badly off as under 
monopoly. We shall deal more fully with this in Section III. 

3. Though we have devdoped the theory of multiple-plant ooat curvea 
for monopoly only, it ia clear that the construction of the cost curves is per- 
fectly general and will hold in any of the oases of imperfect competition. These 
oases t^uld be modified aooordini^. 
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(b) Even if there are originaUy enou^ independent firms for 
competition to work, the situation might be unstable and develop 
into oligopoly. 

Thus dtuation (1) is very favorable as far as (a) is concerned, 
depending only on the size of hz relative to market output. But 
the independent firms would then be in the familiar unstable 
dtuation of a long-run constant cost curve, and there would be no 
economic limit to their possible growth. The dissolution provisions 
would also have to define optimum firm and prevent firms from 
growing any larger.* Situation (2) is most favorable for a policy of 
dissolution, since it has the advantage over (1) that there is an 
economic limit to the growth of the independent firms. The case 
for dissolution is weakest under (3). Here again it depends on 
where the curve straightens out. Even if it is at a relatively small 
output (say Sfcj, so that each competitive firm would consist of 
3 plants), there would still be the problem of preventing indefinite 
growth. This problem would not be so bad under (4), but in 
either (3) or (4), if we insisted on making each plant a separate 
firm, we could do so only at the expense of efificiency in production. 
The cost would, of course, vary with the shape of the curve formed 
from the successive minimum points. 


II 

Our purpose in this section is to deal more mathematically 
with the short-run situation and show under what conditions 
equalization of marginal costs of the plants will not minimize 

4. In the event that disHolution succeeded in placing each plant under 
separate ownership and making perfe^ competition work, in our preceding 
example we would have short-run equilibrium established at a price of p* 
(cf. Figure IV). This follows from our assumption that the ingredients are 
completely imspecialised, so that the supply curve for the competitive industry 
coincides with the marginal cost curve of the monopolist. This supply curve 
intersects the industry demand curve at the price po, thus establishing the 
short-run price for the competitive industry. Since this price exceeds minimum 
average cost (pi) the industry is not in long-run equilibrium', firms will flow 
into the industry and the supply curve will shift over to the right until a price 
Pi is established (again employing the assumption of a constant costs industry). 
litiB will be the case when there are 100 firms (with one plant each) in ^ 
industry' (of. Figure II). Thus, in Cassels’ terminology, for the 'monopoly we 
have no long-run excess capacity (in situation (1) ), though therejs undm- 
te^cstment if we accept p^ect competition as a criterion. (J. Mt Cassels, 
"Bsoess Capacity and Monopolistic Competition,” this Jousnai^ VoL fil 
(1086-37), pp. 440-448.) 
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costB to the firm.* We shall deal primarily with the case of a two* 
plant firm and offer (a) a geometric proof and then (b) a more 
generd algebraic proof. 

(a) Assume for convenience that each plant (A and B) has 
the same maiginal cost curve reaching its minimum at b. For 
total outputs a; < 22) it is well known that equalization of marginal 
cost does not minimize cost (cf. (b) below). It is also obvious that 
in the case of a symmetric marginal cost curve an output of 2b 
can be produced either with each plant producing b or with one 
producing b+d and the other b—d, where d is any positive con- 
stant less than or equal to b. We shall ignore these more trivial cases 
and consider «=2(6-l-l), which could be produced with each plant 
producing 2)+l. In order that it should be produced, instead, 
with A producing a and B producing 2(2)+ 1)— a, and that this 
should be the only possible way of minimixing cost, we have the 
following necessary and sufficient conditions (cf . Figure VI) : 

1. Ai<Bi — otherwise the entire output would be produced 
in B. This condition insures that at least a will be produced in A . 

2. For any 0<e<6+l— o it is true that A»>Bt. The most 
important value of e=2)+l— a; for this insures that, even though 
we equalize the marginal costs of the two operating plants, we 
are not minimizing costs. The statement must hold for the other 
values of e to insure that no other point on the falling part of the 
marginal cost curve is the minimizing one. 

These two conditions are very general and impose no restric- 
tions inconsistent with the generally accepted U-shaped marginal 
cost curve. In general the class of cost curves meeting these condi- 
tions will have the following characteristics: (o) sharply falling 
initial stages, (2)) flattening out for a short interval, then (c) rising 
even more sharply, (c) brings about condition (1); (o) and (6) 
together tend to bring about condition (2). To prove the first 
statement in this paragraph, we offer the following actual example. 

Let A and B each have the cost curves described in Table I. 
We must now construct the vi and pj curves (cf. Figure III). 
The Pi curve is, of course, represented by Table I. The p* curve is 
constructed in Table II. From a comparison of Tables I and II we 
see that ps intersects pi between outputs 11 and 12, so that the 
vt curve for an output of 12 is the relevant one. Yet this outpqt, 

5. This section may be omitted without disturbing the continuity 
between Sections 1 and lU. 
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eosi 



OUTPUT 

FIGURE VI 


which could be produced by each plant producing at its minimum 
marginal cost output, is produced with one plant on the rising part 
of its marginal cost curve and the other on the falling. 

( 5 ) Consider again the case of a 2 -plant firm.* Consider the 
plants as separate factors of production, and let c(xi) and c(xa) 
be the total variable cost curves of A and B, respectively, where Xi 
is the output of A and X2 of B. Then for any fixed output k the 
monopolist mil seek to minimize 

C^c(xi)+c{xi) 
subject to the side condition 

X l “I” 3 / 2 k 

We employ the Lagrange multiplier and form 
F = c{xi) + c(x2) — X(xi+X2 — k) 

Minimizing F with respect to x^ and then x^ and eliminating X 
we get as our first order conditions the familiar results 

dc/ dxi— dc/ 6x2 

In order that F should be a minimum, we need the second order 
conditions fulfilled^ 

6. I wish to express my appreciation to Tryg^re Haavelmo (University 
of Chicago) for his assistance in formulating the results of this paragr^>h. 

7. Of. J. R. Hicks, Value and Capital (1939), pp. 306ff. 
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TABLE I 


Output 


avo 

tvo 

mo 

1 


16.0 

15 

15 

2 


14.0 

28 

13 

3 


13.0 

39 

11 

4 


12.0 

48 

9 

5 


11.0 

55 

7 

6 


10.0 

60 

5 

7 


0.4 

66 

6 

8 


9.1 

73 

7 

9 


9.0 

81 

8 

10 


9.0 

90 

9 

11 


9.1 

100 

10 

12 


9.8 

117 

17. 

13 


11.1 

144 

27 

14 


13.1 

184 

40 

15 


15.9 

239 

55 


TABLE II 


Output 

Plant A 

output 

tvo (A) 

output 

Plant B 

tvc(B) 

TVO 

tvc(A) 4 * tvo(B) 

1 

1 

15 

0 

0 

15 

2 

1 

15 

1 

15 

30 

3 

2 

28 

1 

15 

43 

4 

3 

39 

1 

15 

54 

5 

4 

48 

1 

16 

63 

6 

5 

55 

1 

15 

70 

7 

6 

60 

1 

15 

75 

8 

7 

66 

1 

15 

81 

9 

8 

73 

1 

15 

88 

10 

9 

81 

1 

15 

96 

11 

10 

90 

1 

15 

105 

12 

11 

100 

1 

15 

115 

13 

7 

66 

6 

60 

126 

14 

7 

66 

7 

66 

132 

15 

8 

78 

7 

66 

139 
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Nott* that i. identicdly >0, 0 (.=1, 2) 

according as marginal cost is falling, at a minimum, or rising, we 
can formulate tiie following results: 

1. For outputs x=‘Xi+xt<b (where b is the output for plant 
minimum marginal cost), each plant will of necessity be producing 
on the falling part of the curve. Therefore D>0 and equalizing 
marginal cost will maximite total costs. Minimum costs are 
achieved by having one plant produce the entire output. 

2. lixi—Xi= b, then D=0 and this allocation may be neither a 
miniTnnm nor a maximum. 

3. If x=xi+xa>2b and we equalize marginal costs, then each 
plant is producing on the rising part of the marginal cost curve 
and D<0. This assures us that this allocation will minimize 
costs relative to all alternative allocations such that each plant is 
producing on the rising part of the marginal cost cmwe; that is, 
this allocation is the optimum one within a neighborhood such 
that every point is on the rising part of the curve. However, if we 
permit allocations such that one plant is producing on the falling 
part and one on its rising part, then for this allocation we may have 
2»0; thus the allocation achieved by equalizing marginal costs 
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may be neither a minimnni nor a maximum relative to the whole 
extent of the marginal cost curve. 

These results can be represented graphically with the aid of 
Figure Vll. From the shape of the marginal cost curve (which 
reaches its TniTiiTniiTn at the output b) we know, for an output of 
2{b+k), Ci>B» as long as d<k. Therefore the total variable costs 
are less when the allocation is b+k to each one than any other 
allocation b+k+d, b+k—d (where d<k). Analogous results hold 
when total output is less than b: then from the shape of the curve 
we see that equalizing marginal cost will bring about a greater 
total variable cost than any other allocation. When, however, we 
permit the possibility of the allocation being b+k—e, b+k+e 
(where e>k) we are no longer sure that b+k, b+k will yield a 
smaller total variable cost than the former allocation. Specifi- 
cally, the former allocation will be less when 

2A+B+C<2{A+B) 
where B^Bi+Bi+Bt', C =Ci+Ct‘ 

This reduces to 

C K.B OT Bi'^C~(_Bi+Bi^ >0 

Obviously by increasing the absolute value of the slope of the falling 
part of the marginal cost curve in the neighborhood of the minimum 
point, we can make Bi as large as desired, while keeping the right 
side of this last inequality constant. Thus a marginal cost curve 
satisfying this inequality can easily be constructed. 

These results can readily be generalized to the case of n plants, 
each with its own total variable cost curve Ci(*,), where the Cj are 
not necessarily the same. Our first and second order conditions 
are then: 



FIRMS, CARTELS AND IMPERFECT COMPETITION 191 


dc\ ^ doj _ ^ dc„ 

dXi dXi dx„ 


0 

dci 

dCi 


0 

dCi 

dC2 

dct 

dxi 

dxt 



dxi 

dxt 

dXt 

dci 

a*ci 

0 

< 0 

dci 

d^Ci 

0 

0 

dxi 

dxi* 


dxi 

dX:^ 



dC2 

0 

d% 


dCi 

0 

a*c» 

0 

dXi 


dXf? 


dX2 


a®** 






dC9 

0 

0 

a*c8 





dXt 



axT* 


dxi dxa dx„ 


dci d^Ci Q 
dXi dxi^ 


0 


dCi d^Ct 


<0 


ax„ 


0 


0 


dx„* 


These results leave us with the conclusion that it is impossible 
to formulate any general rules to determine how many plants (in 
the short nm) will be used to produce a given output, except the 
one proved in the section above, namely, with k plants, each with 
minimum average variable cost at outputs of ng (n=l, 2, 

• • • fc) will be produced by having n plants each produce g. Further- 
more, it is theoretically possible that x=xi will be produced with 
j plants, x=xi+d with j+l plants, and ®=Xi+d+c with j plants 
again. Consequently our Figure III should allow for the possi- 
bility of multiple intersection of the »,• curves. 

Finally, we shoiild note that these problems do not arise imder 
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perfect competition, which may well exjdain why they have so 
long been neglected. In imperfect competition there is only a 
demand curve for the firm as a whole, and not for any individual 
plant. Therefore, before we can discuss equilibrium for the firm 
we must construct the aggregate cost curve for the firm as a whole. 
However, under perfect competition there exists a separate demand 
curve for each plant, namely, an infinitely elastic curve at the level 
of the market price. Consequently we can determine the equi- 
librium output of each plant independently of what takes place in 
other plants. In other words, the fact of the unlimited market 
which is present under perfect competition enables us to consider 
each plant separately. 

Analytically this can be shown as follows. Consider a firm 
with n plants; the amount x,* is produced by the i-th plant, which 
has the total cost curve gi{x^ 1, 2, • • • n). Let p= price of the 
product sold by the firm. By our assumption of perfect competi- 
tion p is considered by the firm as given. Then the firm maximizes 
its profit 


iml 

subject to 

n 

x^XXi. 

f-l 

Substituting we have 


from which follow our familiar maximizing conditions 
d w/dXi » p — » =*0 (i=l,2, • • • n) 

dXi 

that is, the marginal cost of each plant must equal the market 
price, our usual condition for equilibrium \mder perfect competi- 
tion. 


Ill 

In this section I shall assume that the monopoly has been 
dissolved and replaced by one hundred independent firms, and 
then consider the arrangements that might grow up between them 
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in the absence of perfect competition. This failure of competition 
to develop may be due either to active desire to achieve monopoly 
gains, or to passive acceptance of noncompetitive arrangements 
due to interdependence and indeterminacy which make it impos- 
sible to adopt the rules of perfect competition. 

We must recognize at the outset that in any realistic approach 
to the problem of monopoly and oligopoly we cannot deal in purely 
economic terms, but must introduce concepts and motivations 
which more closely approximate international power politics. 
On the one hand, corporation leaders have ^^corporationistic” 
feelings, together with a desire for power that is inherent in large 
size. On the other, corporations frequently undertake expansion 
programs for defensive purposes as well as for aggressive: vertical 
integration must be undertaken to assure strategic raw materials 
and market outlets — the corporation cannot allow itself to become 
dependent on other firms for these essentials. (The analogy to 
protectionism and war is complete.) In democratic societies the 
freedom of individuals becomes the ultimate limit to this inte- 
grative process; these societies prevent the corporation from 
achieving complete security by restricting its control over the 
factor of production labor, with its right to strike, and freedom of 
contract. Similarly, horizontal integration must be adopted, if the 
firm is to retain its position in the industry. The firm must accu- 
mulate large reserves, for in the event of a price war, victory is 
not to the most efficient but to the one with the largest reserves. 
In each case, it is the fear of imperfect competition which 
makes the corporation adopt methods of imperfect com- 
petition itself. This is what makes the oligopoly problem so 
difficult: it cannot be solved piecemeal. This vicious circle will 
continue until economists provide rules for the social control of 
oligopolies that will both protect the public and be workable: 
indeterminacy must be removed without leaving the door open 
to collusive exploitation. In brief, some criteria must be provided 
to distinguish ''good^' imperfect competition from '‘bad.” It is 
quite likely that the controls devised will involve a much greater 
degree of direct government intervention than we have known 
heretofore. 

Despite these qualifications, I now proceed to examine the 
workings of a market-sharing oligopoly arrangement among the 
newly independent firms. I shall attempt to show that this carte) 
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arrangement (as we diall refer to it) should be used as a general 
model for practical studies of imperfect competition. This is not 
to say that as it stands it is realistic; in fact, its assumptions will 
prove to be quite arbitrary. However, it does provide a convenient 
'‘jumping-off” point from which modifications can be made to 
deal with actual cases. 

Assume that the one hundred independent firms set up a 
central office which decides on a common price and output policy 
for the industry. The cartel allocates quotas among the different 
firms in such a way as to minimize the costs of any given output. 
We no longer continue with our unrealistic (monopoly) assumption 
that the cartel can control entry into the industry. In fact, and 
this is the distinguishing feature, we assume that, as a result of 
anti-monopoly laws or the pressure of public opinion, there is 
free entry. Specifically, we assume that the anti-monopoly laws 
prevent single ownership of the industry and restrictions on entry, 
but permit agreements (either tacit or explicit) among the sup- 
posedly competitive firms. The cartel must thus permit any firm 
which wishes to do so to enter the industry and become a member 
of the cartel. In order to determine the short-run and long-run 
equilibria of the cartel, we must first construct its cost curves.* • 

Let us first consider the short-run marginal cost curve. For 
outputs greater than g* (Figures VIII and II) the cartel will 
minimize costs by equalizing marginal costs among all firms and 
having each produce an equal amoimt. For outputs less than qt 
the cartel will follow exactly the same procedure as the monopoly 
in allocating production: x firms will produce h units apiece, 
where x is determined by the equation xq%=qi, where g,- is any 
output less than or equal to gi. The short-run cartel situation is 
thus identical with short-run monopoly (Figure II). Each firm 
will produce ^4 to give a total output for the industry of g4 and a 
price of p4. The firms will share according to their quotas (and 
therefore equally) the cartel profits, which are equal to the area 
of the rectangle PiFiSiVn- 

In the long run the existence of these cartel profits will 

8. The reader should make modifications to the shape and construction 
of these curves analogous to those pointed out for the curves in the preceding 
section. Since I have already dealt at length with this problem, it will be 
omitted here. 
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FIGURE vm 


attract new firms into the industry®. Assume that these too 
become part of the cartel. We must now consider what happens 
to the short-run cost curves of the cartel as new firms enter. By 

9. New investment might of course also come from the old firms’ expand- 
ing in order to increase their quotas and relative standing in the industry. Or 
they might wait until a new firm establishes itself, and then buy it up along 
with its quota. This last was the pattern of the German potash cartel and is 
^80 characteristic of the American meat packing industry. Cf. George W. 
Stocking, The Potash Industry (1931); Wm. H. NichoUs, **Market-Sbaring 
in the Pacldng Industry,” Journal of Farm Economics, Vol. 22 (1940), pp. 
225-240. 
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assumption the existing plant is the optimum one; therefore, 
assuming no changes in t^hnology or prices of factors, the new 
firms will build plants of exactly the same size. Assume also that 
one firm continues to operate only one plant. 

As in the case of short-run monopoly, marginal cost can never 
fall below jh, But in the long run, as new firms enter, the p(wt 
corresponding to qt in Figure II moves over further to the right 
(cf. Figure VIII). Specifically, for any number of plants z>100, 
the marginal cost curve (mc^) will be a horizontal line at the level 
pa until the point qt^zkt. Outputs up to this point will be pro- 
duced by keeping some plants idle and the remaining plants each 
producing h. For outputs greater than qt (with z firms), the cartel 
will allocate quotas equally among the firms and the marginal 
cost curve will rise. The marginal cost curve for z firms not only is 
horizontal for a longer stretch than that for 100 firms, but the slope 
of its rising part is smaller; therefore it will always lie below the 
marginal cost curve for 100 firms. This is true because for any given 
increase in output the increase in marginal cost for z firms is less 
than that for 100 firms, since the increased output can be shared 
i»nong a greater number of firms. For example, for a given increase 
in the cartel output, with only 100 firms each one might have to 
increase output from fci to fc»; while for z firms, each one might 
only have to increase from hi to h, with a corresponding smaller 
increase in marginal costs (cf. Figure I). Another way of looking 
at this is to note that the “steps” in the rising part of the curve 
become wider as more firms enter (cf. above, p. 177). 

So much for the marginal cost curve. As more firms enter, 
the total fixed cost, and therefore the average fixed cost curve, 
will rise uniformly. But the average variable cost for the cartel 
with any number of plants z>100 will be less than, or equal to, 
the average variable costs with 100 firms. Until qt the curves will 
coincide as horizontal strai^t lines at the level pi. For outputs 
from qt to qt the z curve will continue horizontally, while the other 
curve will begin to rise. For outputs greater than qt the average 
variable cost for z firms (arc,) will also begin to rise, always re- 
maining, of course, below its marginal cost curve. It will also lie 
below avcita, since for any oiltput g,->9» each firm will produce a 
smaller output and will thus have lower average variable costs 
(cf. Figure I). Consequently there is no definite relationriiip 
between the average cost curve for z firins and that for 100 firms: 
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it might be hi^er in some intervals and lower in others. For 
example, if the cartel output were such that with 100 firms each 
firm were producing or less (figure I), an increasing number of 
firms would reduce (for the fixed cartel output) the output per 
firm and drive each firm to the left and hi^er on its average cost 
curve. Therefore, the cartel average cost for this output would be 
greater with z firms than with 100. If, on the other hand, cartel 
output were such that with 100 firms each one were producing 
immediately to the right of ht, then for a slight increase in the 
number of firms the cartel average cost for that output would be 
decreased, as each plant was pushed down to its minimum point ks; 
while for larger increases in the number of plants each one would 
be pushed up on the falling part of the average cost curve until the 
cartel average cost was higher than with 100 firms. If, finally, 
with 100 firms the output is such that each plant is far to the right 
on its average cost curve, then even for large increases in the number 
of firms, cartel average cost would be reduced. However, for the 
output 9t with 100 firms, each firm is producing at its minimum 
average cost. We have thus the first intuation described here, and 
therefore for any given output 3;<g8 the cartel average cost with a 
greater number of firms will be greater than with a smaller number. 
For outputs greater than g* the other two situations will hold. 

From our previoxis discussion we see that, as new firms enter, 
the marginal cost curve is pushed uniformly to the ri^t. Since we 
have assumed that the average revenue (and therefore the mar^al 
revenue) curve remains constant, this means that in the long run 
cartel price will fall and output increase. Thus, for z firms we have 
equilibrium with output gio>g 4 and price pio<P 4 . 

Let us suppose that even with z firms there are still cartel 
profits; then new firms will continue to enter. Assume that the 
number of firms increases to w where w—q\i/ki. The same rela- 
tionships hold between the cost curves of the cartel with w firms 
and the cartel with z firms as between z firms and 100 firms. The 
equilibrium output will be gii>gio and the price pn<pio. Assume, 
now, that even with w firms profits are still being made. Let the 
new number of firms be i, where t=qr$/k». Let us examine the 
effect of this new inflow of firms on the equilibrium situation. 

The mar^al cost curve (mc^) is changed as radicated in 
Figure VIII. The first significant pomt is lhat the equMmum 
output has tuA dianged and is still at gu. Furthermore, tire output 
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q\i will be produced in exactly the same way as with w firms: w 
plants will produce kt each to yield a total output of k^uo^qu. 
The remaining t—w plants will remain idle and be paid their fixed 
costs and aliquot share of the cartel profits.* The other ragnificant 
point is that average costs for an output 911 with t firms wiU defi- 
nitely be greater than for w firms. This follows because average 
variable cost is the same in both cases (=p»)> while average fixed 
cost is greater in the former due to the additional fixed costs of the 
new firms. Thus per-unit profit is definitely smaller. If there 
are still profits, new firms will continue to enter, driving up the 
average cost curve for the output 911 until it is tangent to the de- 
mand cur\'e at that output. At this point price will equal average 
expense and there will be no profits and no further inducements to 
enter. The industry will then be in long-run equilibrium.* It 
can be shown, however, that both in theory and in practice this 
equilibrium is a very unstable one. 

The long-run equilibrium number of firms in the industry, «, 
can be determined as follows. Total profits P, w’hen there are w 
firms, are 

P=Puqn-(quPi+wf) 

« 

where/ is the total fixed cost per plant and jh the average variable 
cost. Then 

, P 
/* 

That Ls, the number of new firms above w is limited by the amount 
of cartel profits available to pay them their fixed expenses in order 
to keep them idle.* 

The long-run equilibrium is thus one of both excess capacity 
(in the sense that the cartel is operating below its long-run minimum 

1. Theoretically, at this point a new firm could obtain its share of cartel 
profits by merely threatening to build a new plant. 

2. The classic case of a cartel in such a long-run equilibrium is the 
German potash cartel, which in 1928 operated only 60 of 229 plants. B. R. 
Wallace and L. R, Edminster, International Control of Raw Materials (1930), 
Chap. 4. 

3. It is interesting to note that the graphic eciuilibrium obtained here is 
similar to that of the familiar Chamberlin product differentiation case. But 
here the curves refer to the industry as a whole, not to the individual firm. 
Also, here the equilibrium is obtained solely by shifts in the cost curves, while 
there the main shift takes place through the demand curve (for the individual 
firm). 
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cost point) and overinvestment.* If we measure excess capacity in 
terms of the output that could be yielded if output were at a point 
where marginal cost equals price, the results are equally impressive. 
Although there are more plants in the cartel than under long-run 
competitive equilibrium, the industry output is less and the cost 
and price higher, with a very low (normal) rate of profit.* 

Such long-run equilibria are highly unstable. This is clearly 
shown in our model by the discrepancy between the marginal 
revenue of the firm (which approximately equals price on the 
assumption of non-retaliation) and its own very low marginal cost. 
Each individual firm realizes the ease and piufit with which it 
could sell additional units beyond its quota. Thus the temptation 
to “bootlegging,” smuggling, and “cliiseling” is strong. As cartel 
profits decrease with the influx of new firms, this pressure becomes 
irresistible, especially for the low-c*ost firms, and the eventual 
breakdown of cartel discipline is inevitable. The pernicious (foi 
the cartel) fact remains that it is to the maximum advantage of 
each firm to stay out of the cartel and sell in unlimited quantities 
at the cartel price (or just below it), while all other firms remain 
members of the cartel and by their common restrictive policies 
hold up the price. This has been the pattern of breakdown of many 
cartels, with rubber (the Stevenson Plan) as the classic example.* 

4. Whereas under monopoly there was no excess capacity and under- 
investment. This last pernicious and wasteful effect of the cartel is what 
makes many economists believe that a situation of out-and-out monopoly is 
preferable to a cartel. Cf. above p. 185, note 4. 

5. Excess capacity is here presented as the outcome of cartel operations, 
and the cartel itself is depicted as beginning from a situation of perfect com- 
petition. As is well known, however, excess capacity frequently first arises 
through shifts in demand or technological changes, precipitates a disastrous 
period of ^‘cutthroat competition,^' which is finally ended by setting up a 
cartel arrangment. This pattern has been especially important among products 
with low income elasticities of demand — the so-c^led primary products 
(e.g. the rubber, coffee, and wheat cartels). Thus excess capacity is itself a 
cause of the cartel Of. J. W. F. Rowe, Markets and Men (1936); Wallace 
and Edminster, op. cit., W. Y. Elliott et al., International Control in the 
Non-Ferrous Metals (1937). 

6. Cf. Eowe, op. cit.; K. E. Knorr, World Rubber and Its Regulation 
(1945); Rowe, “Studies in the Artificial Control of Raw Material Supplies: 
No. 2, Rubber,'' London and Cambridge Economic Service, Special Memo- 
randum No. 34 (1931); C. R. Whittlesey, Qovemmental Control of Crude 
Rubber (1931). The last two are excellent critical studies of the Stevenson 
Han. 

That the same pattern was at work in the U. S. copper export cartel 
afte the first World War is evident from the following testimony of C. F. 
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Acot^r cause of instability lies in a fact from which our model 
abstracts by its assumption of uniform cost curves for all firms. 
There is a fundamental conflict of interest (within the cartel) 
between the low-cost and high-cost firms, with the latter insisting 
on high enough prices to cover their costs as the condition of their 
remaining in the cartel. There is also the very difSicult problem of 
allocating quotas among the firms, which always creates much 
dissension and bickering. The forces described in this and the 
preceding paragraph go a long way in explaining the breakdown of 
many of our cartels. The cartel is in the unenviable position of 
having to satisfy eveiyone, for one dissatisfied producer can bring 
about the feared price competition and the dismtegration of the 
cartel. Thus the successful cartel must foDow a policy of continu- 
ous compromise. 

In view of the difficulties of maintaining cartel discipline, 
it is not surprising that successful cartels have re-sorted to one or 
more of the following practices: (a) invoked government aid to 
compel membership and enforce cartel decisions (quotas and 
prices) — especially true of Europe; (6) controlled entry into, and 
operation within, the industry through patents — a frequent prac- 
tice in the chemical industries; (c) controlled entry into, and* opera- 
tion within, the industry by ownership over the scarce raw material 
cartelized, e.g. tin, potash, lead; (d) compelled membership or 
prevented insubordination by dumping at (temporarily) greatly 
reduced prices in the market area of the non-codperating producer. 
The cartel is frequently prevented from following this last practice 
by force of law (especially anti-dumping tariffs) or public opinion. 

IV 

In the United States open cartel arrangements of the type 
analyzed here are not frequent, since they are strongly discouraged 
by antitrust law — even more so than outright merger. Never- 
theless, I shall show that many of the (tacit) arrangements which 

Kelley (president of Anaconda Copper Mining Co.) before the TNEC (Hear- 
ings. Vol. 26, pp. 13164-13166): 

“The Cbpper Export Aviation finally broke up due to two oausee. 
One was the withdrawid of certain members, led by the I^ami Copper Co. . . . 
There was an increase in competition from nonmembers abroad. There was 
a constant imdercutting of price, and certain members felt that they were 
holding the umbreUa, and it was more desirable to have freedom, and so grad- 
ually by withdrawals it lost its importance." (Italics mine). 
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<io evcdve in our economy have etriking smoilarities to our cartel 
model. An unfortunate result of the classification of imperfect 
competition into several types is the failure to recognize that in 
actual life these types are inextricably mixed. Insofar as our 
economy can be characterized by a angle pattern, I think it is one 
in which the given industry produces differentiated products and 
conmts of a few (say three or four) very large firms doing the bulk 
of the business, plus many smaller “independents.” The laige 
firms act more or less as leaders for the industry in setting price 
policy, and so on. Some form of tacit or explicit market sharing 
arrangement (by percentages, market areas, recognized customers, 
etc.) exists to modify (if not remove) competition between the 
large firms. They might also proceed on the assumption that the 
other dominant firms will follow their prices both upwards and 
downwards. This gives results identical with our cartel model. 
The industry also has a trade association to help in maintaining 
discipline and implementing the price policies of the leading domi- 
nant firms. 

The steel, petroleum, agricultural implements, anthracite 
coal, light bulb, cigarette, meat packing, and many other industries 
all fall within this general pattern.^ In all these industries there 
has also been a decided tendency for the (original) dominant firms 
to decline in relative importance over the years. In some cases, 
this has been serious (steel, petroleum, meat packing); in others, 
relatively mild (anthracite coal, light bulb, cigarette). The decline 
has not taken place in absolute size; rather, the several industries 
have grown, but the dominant firms have grown at a slower rate. 
The dominant firms have apparently also attempted to pursue a 
policy of price stabilization, and have succeeded in varying degrees. 

If we now interpret these facts in terms of our cartel model, 
we get very fruitful results. We must first consider the dominant 
firms as taking the place of the cartel “central office” and setting 
policies for the whole industry. They will discourage prioe^sutting 
by exhortation, “social” pressure, repeated stressing of the disaster 
which faces the industry as a result of price-cutting, and threats 
(explicit or implied) of underselling non-codperating firms in their 
markets, if they persist. United States Steel and Standard Oil 
were, in their early years, notorious examples of this last practice. 

7. Cf. A. R. Burns, The Decline of Competition (1936), especially 
camp. 3 and pp. 140-146. 
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Hmni^ these methods the dominant firms are more or less able to 
ma-intAin disciplme within the industry and agreement on a com- 
mon {nice. Even if the dominant firms are low-cost firms, they still 
may set a higher price than they themselves would prefer, in order 
to satisfy the other (high-cost) producers and prevent them from 
price cutting. As a rule, the dominant firms try to follow a policy 
of price stabilization. This may^be due to the simplicity of the 
rule, or it may reflect the fear that^arises every time the price is 
changed: whether the lead will be followed. In brief, the rela- 
tionship between leaders and followers may be so delicate that the 
leaders take every care to prevent subjecting it to stress. 

The decline in the relative position of the leader is readily 
explained as the familiar cartel phenomenon of the inflow of new 
firms and the expansion of old ones. The dominant firms them- 
selves may not expand at the same rate as the industry, since they 
tend to be near their maximiun size, and further expansion might 
involve them in many of the inefficiencies of large-scale operation. 
It is also possible that the dominant firms are high-cost producers 
and that the price set by them, though yielding relatively small 
profits in their case, would enable the other (low-cost) firms to earn 
much higher profits, thus increasing their incentive to enter the 
industry and expand. Finally, it should be noted that the decline 
in relative position may be due to weakness in the control exercised 
by the dominant firms. During periods of declining demand the 
“independents” will indulge in much more price cutting in order 
to increase their sales. It is qiute possible (and seems to have been 
the case in steel and copper, for example) that the dominant firm 
will continue with its stabilized higher price and not retaliate for a 
time; that is, it expects it will stiU profit by this policy, although 
it is in the position of “holding the umbrella” for the other firms 
and restricting its own output relatively more than theirs.* 

Finally, it is very instructive to examine those industries in 
which the dominant firms have declined relatively little. The results 
are what we might have expected from our cartel model (cf. above, 
p. 200). General Mectric has been able to maintain its position 
because it could control entry into the light bulb industry through 
ownership of vital patents. The dominant anthracite coal com- 
panies have control of most of the anthracite reserves. The “Big 
Four” in cigarettes have prevented entry by establishing monopoly 
8. Cf. Bumi, oi*. dt., pp. 140&. 
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throu^ advertising. The depression, however, pcuidy broke down 
this last monopoly by allowing the cheaper brands to establish 
themselves; and in recent years Philip Morris has established itself, 
in its turn, by a vigorous advertising campaign.* 

The preceding paragraphs, though necessarily quite sketchy, 
provide a rough outline of the thesis 1 have tried to present in this 
section: that the cartel model is the most fruitful approach to 
econcmuc analysis of our real world, focusing attention on the 
Si^uficant points of the problem. This general statement will now 
be amplified by applying the thesis to a specific industry and 
noting the particular ways in which the cartel features appear. 
The example I have chosen is the milk distributing industry, whose 
striking resemblance to our cartel model makes it truly a “text- 
book case.”^ 

Due to the perishability and high transportation costs of their 
product, milkshed cooperatives, made up of thousands of members, 
are able to operate more or less within a closed market. The 
cooperative bargains collectively with the distributors and sets a 
price on fluid (Class I) milk. It cannot, however, control the out- 
put of its members, and therefore all milk not used in fluid form is 
sold as surplus (Class II) milk at prices near competitive levels. 
This is used for butter, cream, condensed milk, and other processed 
dairy products. The individual producer is either allotted a quota 
on which he can receive the Class I price (receiving the Class II 
price on everything above this quota) or he receives the Class I 
price on a percentage of his sales equal to the percentage of the 
total cooperative sales which was used for Cla^ I purposes. Over 
a period of time expansion takes place as (1) new producers are 
attracted into the dairy industry within the existing milkshed, 
(2) the individual members expand their production, and (3) the 
higher price set by the cooperative itself extends the geographical 
area of the milkshed. 

As the size and output of the milkshed increase, the propor- 
tion of surplus milk increases still faster. This brings down the 

9. Cf. A. A. Bright and W. R. Maclaorin, “Economic Factors Influencing 
the Development and Introduction of the Pluorescent Lamp,” Journal 
PoUtioal Economy, Vol. 51 (1943) pp. 429-460; Bums, op. cit., p. 123. 

1. For the following account I have drawn heavily on John M. Caseeb, 
A Study of Fluid Milk Prices (Harvard Economic Studies No. 54) (1937), 
Chap. 5-6 and Appmdix A; and Wm. H. NichoUs, Imperfect Comp^tion 
wiUdn A^oulturid Industries (1941) Chap. 10-11; 
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averai^ price received by the producer. If there were completely 
free entry, the caierage price would tend to fall to the competitive 
level, with two possible results. 

(1) At any time of the cobperative’s existence, it is to the 
advantage of any individual producer to stay out of the codp* 
erative and sell to non-participating dealers who sell primarily 
fluid milk. They will thus obtain a higher price than the average 
obtainable within the codperative, but lower than the bargained 
Class I price. Note that this is also to the advantage of the non- 
participating distributor, since it (a) enables him to obtain Class I 
milk at a lower price than his competitor (participating) dis- 
tributors and (b) throws a greater burden of surplus milk on them. 
Thus it is to the common interest of producers’ and distributors’ 
organizations to prevent free entry at both levels. When increas- 
ing amounts of surplus milk continuously lower the average price 
and increase the discrepancy between it and the Class I price, this 
unremitting pressure becomes overwhelming and, if not counter- 
acted, causes the disintegration of the codperative long before the 
“competitive” price is reached. 

(2) But, of course, counter measures will be put into effect 
before this danger point is reached. Government assistance will be 
called in — health ordinances will be used to restrict the area of the 
milkshed and discipline recalcitrant producers. (The Rhode 
Island ordinance requiring milk from outside the state to be colored 
pink is classic.) Where this does not suffice, force can also be used 
(milk-dumping, for example). Action will also be directed at the 
non-participating distributors, for without these as an outlet the 
non-co6perating producer would be lost, unless he could do his 
own distributing. The producers’ and distributors’ organizations 
will thus try to eliminate them, either with government assistance 
(again via health ordinances) or pure coercion (their bottles broken 
or held back at the bottle-exchange, their workers beaten, and 
so on). Finally the Government itself is called in to fix and enforce 
the price, usually by arbitrating or participating in the bargaining 
between codperatives and distributors and giving these results 
legal sanction.’ 

2. Cf. TNEC Monograph No. 32, Economic Standards of Government 
Price Control, Part II, “^blic Pricing of Milk” for government regulation 
of fluid milk marketing in Oregon, CaUfomia, Indiana, Wisconsin, and New 
York. Federal price fixing is also <flscuBsed. (ro. 57-229). 
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V 

In conclusion it should be noted that to a large extent the 
general imperfect competition case described above can be dealt 
with by a market-sharing solution from the viewpoint of a single 
firm whose individual demand curve shifts to the left as new firms 
enter. For the following reasons, however, I believe that the cartel 
model is a more satisfactory analytical tool for revealing certain 
of the forces at work and should therefore be iised in addition to 
the market-sharing analysis. 

(1) There are some cases for which the cartel model is an 
exact, and not merely an approximate, description, in the sense 
that there is an actual body making and enforcing decisions from 
the viewpoint of the industry as a whole. The market-sharing 
analysis, with its emphasis on the individual firm, is obviously 
inapplicable here. In our own economy we have the examples of 
the milk industry, bituminous coal (Guffey Coal Act), oil (state 
proration laws and the Connally Act), and industries with strong 
trade associations. When we extend ottr view to the international 
scene, the examples become much more numerous: rubber, tin, 
wheat, sugar, coffee, etc. None of these can be satisfactorily 
analyzed from a market-sharing point of view. 

(2) Even when the industry has not set up any official central 
office, our previous analysis has shown that through the interac- 
tion of dominant and independent firms we get approximate cartel 
results. Here, too, the dominant firms will make some decisions 
from the viewpoint of the industry. For example, they may not 
maximize short-run profits, in order not to attract new firms. But 
if we look at it from the viewpoint of each firm, the latter would not 
gain by foregoing its profit while the other firms retained theirs. 
The cartel model is necessary to bring out the nature of these 
industry decisions. 

(3) The cartel model shows with graphic clarity the develop- 
ment of long-run excess capacity and overinvestment. 

(4) Obviously, from a firm analysis we could not obtain the 
results of having new firms entering the industry and remaining 
idle. 

(5) The cartel model reveals more precisely the inner mechan- 
isms, forces, and conflicts leading to the disintegration of industry 
agreements and explains the resort to extrareconomic methods of 

them. 

UmvBBsnrr ov Chioaqo 


Don Patinkxn. 
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IN TRANSPORTATION 

SUMMABY 

Importance of the problem, 206 . — CongresBional directives, 207 . — 
General attitude of the Commission, 208 . — Minimum rates and discrimina- 
tion, 211 . — Adequacy of revenue, 211 . — Pn)tection of the rate structure, 
214 . — Preservation of the advantages of particular modes of transport: the 
value standard, 220 ; particular agencies, 223 ; cost standards, 226 . — Con- 
clusions, 229 . 

The Interstate Commerce Commission said in 1945 that the 
keynote of the postwar years will prove to be a quickening and 
extension of competition within and among the several forms of 
transportation and with private carriers.' This prediction is al- 
ready being borne out by improvements in service. Competitive 
adjustments have also been made in rates, and it is not imlikely 
that rate cutting will become severe, particularly if a substantial 
decline in the total volume of commercial traflSc occurs. In order 
to check discrimination, to stabilize the credit of the transportation 
industries, and to curb wasteful hauling, control of minimum rates 
will probably be increasingly necessary. At the same time, it will 
be desirable to avoid an imdue freezing of the rate structure, en- 
couragement of private transportation, or nullification of the in- 
herent advantages of the most efficient modes of transport. 

Fortunately the Interstate Commerce Commission is better 
equipped than in the prewar decade to fix rate floors. Its authority 
now extends to all forms of commercial transportation except air 
carriers. The Commission was authorized to prescribe Tninimntn 
rates for railroads by the Transportation Act of 1920, for motor 
carriers by the Motor Carrier Act of 1935, for water carriers by the 
Transportation Act of 1940, and for freight forwarders by an act of 
1942. Its power to decide minima has been upheld by the Supreme 
Court of the United States. Not only does the Commission have 
broader authority, but it also has had more experience in pre- 
scribing minimum rates. However, the regulation of the lower 
level of rates imder conditions of widespread competition betwe^ 
unlike agencies, whai all are subject to control, is relatively new, 

1. Annual Report of the Interstate Commeroe Coiruninrion, 1946, p. 7. 

2 oe 
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and it can acarcdy be said that consistent principles have been 
adopted. The Commission seems to have followed to some extmt 
"the process of trial and error,”* and many of its minimum rate 
decisions have given rise to dissents as well as to outside criticism. 
The purpose of this article is to analyze the Commission’s policies 
in the light of what appear to be rational criteria for minima. 

Congressional Dieectivbs 

Regulation of competitive rate-making was once described 
by the late Commissioner J. B. Eastman as one of the most difficult 
problems the Commission has ever had to face. One important 
reason for its difficulty lies in the Congressional policies and di- 
rectives bearing upon inter-carrier rate relations. The national 
transportation policy of 1940, which must be considered in adminis- 
tering every provision of the Interstate Commerce Act,* provides 
that all forms of transportation shall be impartially regulated so 
as to recognize and preserve the inherent advantages of each, so as 
to promote efficient service and sound economic conditions in 
transportation, and so as to encourage the establishment of reason- 
able non-discriminatory rates without unfair or destructive com- 
petitive practices. Section 500 of the Transportation Act of 1920 
declares it to be the policy of Congress to promote transportation 
by water and to preserve in full vigor botii rail and water trans- 
port.* The rule of rate making for railroads, Section 15a of the 
Interstate Commerce Act, directs the Commission in prescribing 
rates to consider the effects of rates upon the movement of traffic 
by the carrier or carriers for which rates are fixed, the need for 
adequate railway service at the lov^t rates consistent with such 
service, and the requirement of the carriers for revenue. The roles 
for motor lines, water carriers, and fright forwarders — Secticms 
216i, 307f, and 406d — are quite similar to the railroad rule. The 
Long-and-Short-Haul Clause provides that the Commission shall 
not permit the establishment of a rate to or from a distant point 
that is not reasonably compensatory, prohibits recognition of 
merely potential water competition, and prevents the railroads 

2. Annual Report of the Interstate Commerce Commission, 1939, p. 29. 

3. See Eastern-Central Motor Carriers Association v. United ^tes, 
821 U. S. 194 (1944). 

4 This s^on has not been repealed, but its special force may have bear 
nullified by the declaration of nationid transportation policy in the Act of 1940. 
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from raising rates reduced to meet water competition without a 
finding by the Commission that a proposed increase rests upon 
changed conditions other than the elimination of water compe* 
tition. The sections of the Interstate Commerce Act dealing with 
joint rates authorize the Commission to prescribe the terms and 
conditions applicable thereto, including the establishment of rail* 
water differentials. Differences between rail and water rates shall 
not be deemed to constitute unjust discrimination or an unfair or 
destructive competitive practice. A corresponding precept applies 
to variations among the rates of other types of carriers. 

By the sections named above and by the provisions of the 
Interstate Commerce Act dealing with certificates of service and 
with combinations, Congress has emphasized the encouragement 
of competition in transportation. At the same time, it has stressed 
the promotion of sound financial conditions in the industry and 
the elimination of competitive practices inimical to good service. 
It has also insisted upon the establishment of reasonable rates and 
the preservation of the inherent advantages of each mode of 
transportation. These three major objectives govern minimum as 
well as maximum rates, and their interpretation and reconciliation 
constitute the Commission's basic problem in regulating minima.* 

Since the law lays down no specific instructions for minima, 
the Commission has said from the beginning that ‘The act pre- 
scribes no different tests or standards for the determination of just 
and reasonable minimum rates than for just and reasonable maxi- 
mum rates. And there is nothing in the act which either directs or 
implies that we should use tests of different general character m 
the determination of reasonable minimum rates than those which 
we have consistently and imiformly applied ... in fixing maximum 
reasonable rates.''® Criticism of this view follows later. 

General Attitude of the Commission 

In order to permit competition and flexibility in rate quotation, 
which are necessarily partly restrained when rate floors are pre- 
scribed, the Commission has generally adopted a self-denying 
attitude toward its authority over minima, especially as regards 

5. Compare remarks by the late Commissioner J. B. Eastman in the 
Railway Age, vol. 108, pp. 717-718 (April 20, 1940). 

6. Salt Cases of 1923, 92 1. C. C. 388, 410 (1924). See also New Auto- 
mobiles in Interstate Commerce, 259 1. C. C. 476, 536 (1945). 
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railroads. In the Sugar Cases of 1922, the Commission made the 
following statement, which has been repeated in substance on 
numerous later occasions: “We believe, however, that this power 
should be sparin^y exercised and only in cases where it clearly 
appeals that its exercise is necessary in order that substantial 
public injury may be avoided.”^ This was a railroad case, but the 
Commission has also followed a comparatively liberal policy 
toward motor carriers, refusing to prescribe minimum rates except 
on a clear showing of need.' When minima have been fixed for 
motor carriers oa a broad scale, the circumstances have be^ 
unusual. 

As viewed by the Commission, reasonable minimum rates are 
not necessarily the equivalent of reasonable maximum rates, even 
though both are subject to the same directives. The common law 
does not hold that the lowness of a rate can constitute a wrong, and 
sinoe the statutes do not otherwise provide, minimum rates may 
properly be lower than maximum. * The mere fact that proposed 
rates are less than reasonable maximum rates already approved 
does not condemn them.' A zone is recognized wherein the carriers, 
within the limits of reasonableness and prejudice, are free to reduce 
their rates.' Departure from this principle by the Commission is 
likely to encounter the disapproval of the Supreme Court.* Al- 
though regulation and competition have narrowed the zone of 
discretion, on high-grade commodities that load densely the spread 
between reasonable maxima and minima may be wide, at least in 
the case of railroads. Much depends upon the standard adopted fw 
measuring the rate floor. 

The Commission has suited action to words, and in thousands 
of instances the carriers have been permitted to reduce thdu* 
charges. Most minimum rate cases come before the Conunission 

7. 81 1. C. C. 448, 472 (1923). See also 123 1. C. C. 603, 504 (1927); 196 
I. C. C. 198, 202 (1933); 211 1.C.C. 307, 309 (1936); 219 1.C.C. 601, 610 (1936); 
241 1. C. C. 21, 41 (1940) ; and 269 1. C. C. 476, 686 (1946). 

8. 31 M. C C 638. 638 (1941). 

9. Petroleum Products between Kansas, Oklahoma, Arkansas, Missouri, 
and CJolorado, 246 I. C. C. 617, 634 (1941). 

1. Morton Salt Company v. Alton Byroad Company, 264 1. C. C. 71, 76 
(1946). It may be observ^ that this principle lintits the practicability of the 
comparative method in judging the reasonableness of minimum rates. 

2. Freight Forwarding Investigation, 229 1. C. C. 201, 249 (1938). 

8. UniM States v. (^oago, Milwaukee, St. Paul and Pacifio Railroad 
Company, 294 U. 8. 499, 606 (1936). 
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in suspenBUm proceedings, for which statistics have been published. 
It is impossible to determine from the data in the Commission’s 
annual reports what proportion of the proposed changes in rates 
that represent reductions have been suspended; but the figures 
from 1920 to date show definitely that as the ratio of reduction 
cases to increase cases becomes larger, the percentage of the total 
niunber of proceedings in which the Commission denies suspension 
tends to rise. In 1940 the relative number of reduction cases was 
unusually large, and the ratio of denied to suspended and denied 
cases was 71 per cent.^ During other years when proposed re- 
ductions have been especially numerous the percentage has not 
been so high, yet it seems reasonable to say that the Commissicm 
permits reduced rates to take effect in a very substantial number 
of instances.^ If valid, this conclusion qualifies the criticism that 
rate regulation is too inflexible.* 

Although the Commission appears to have exerted its au- 
thority over minimum rates with a moderate hand, it has disal- 
lowed reductions or has prescribed minima when persuasive evi- 
dence indicated that proposed or existing rates wore in its opinion 
unlawful. A standard of lawfulness was set forth in a recent de- 
cision. “What constitutes a minimum reasonable rate is a matter 
to be determined in the light of the facts of record in each indi- 
vidual case. . . . 'Whether a rate is below a reasonable minimum 
depends on whether it 3 delds a proper return ; whether the carrier 
would be better off from a net-revenue standpoint with it than 
without it; whether it represents competition that is imduly 
destructive to a reasonable rate structure and the carriers; and 
whether it otherwise conforms to the national transportation 
policy and the rules of ratemaking declared in the act of 1940.’’^ 

4 Annual Report of the Interstate Commerce Commission, 1940, p. 131. 

5. In 1938 railroads sought suspension in 137 instances of motor carrier 
tariffs proposing rate reductions. Of these 64 went into effect over protest and 
47 were suspended. Corresponding suspensions for 46 rail tariffs protested by 
truckers were Ifi. Letter from the Chairman of the Ijegislative Committee of 
the Interstate Commerce Commission, House Committee Print, p. 6 (March 
20, 1939). 

6. On this point see the testimony of Commissioner J. B. Eastman in 
Ciommittee on Interstate Commerce, Long and Short Haul, Senate Report No. 
1768, 76th Congress, 3d Session, part 2, pp. 30-60 (1938). 

7. New Automobiles in Intisntate Commerce, op. cit., p. 534. 
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MmiMtrM Rates and Discbimination 

The foregoing definition indicates that a reasonable Tninimnin 
rate is not a matter of formula, and points i/vith measured defi- 
niteness to the principal grounds upon which the Commission has 
based its decisions. However, discrimination is not specifically 
mentioned, and cases in which minimum rates have been found 
unlawful because of undue preference and prejudice are numerous. 
Reduced rates proposed by any type of carrier will be condemned 
if they unduly favor certain shippers (or clas.ses of traffic) as 
compared with others similarly situated.® Rail and forwarder 
minima will be disallowed if they discriminate against interstate 
commerce.* Here the primary consideration is whether intrastate 
rates unduly prefer intrastate as compared with interstate shippers, 
and the question whether the rates are reasonable per se is gener- 
ally irrelevant. Motor and water minima are not subject to this 
rule, for the Interstate Commerce Act definitely provides that the 
Commission may not prescribe motor and water rates in order to 
remove discrimination against interstate commerce. 

Adeqxtact of Revenue 

The first consideration mentioned in the standard of lawfulness 
referred to above is whether a rate yields enough revenue. This 
factor frequently applies when the rate also represents destructive 
competition, but the revenue test governs irrespective of competi- 
tive repercussions.* As a rule, the adequacy of a rate is determined 
with reference to the cost of the service, yet in some instances 
proposed reductions have been condemned on the ground that the 
decline in imit revenue from the low rates seems likely to more 
than offset the gain from additional traffic.* However, cases of 
this kind involve the substitution of the Commisinon’s judgment 
for that of management, and the Commission seems inclined to 
resolve the doubt in favor of the companies.* 

8. Whisky from Frankfort, Ky., to Lawrenceburg, Ind., 241 I. C. C. 
46fs 469 (1940). 

9. Southwark Manufacturing Company v. Pennsylvania-Eeading Sea- 
shore lines, 231 1. C. C. 765, 767 (1939). 

1. Ex-Lake Grain to North Atlantic Ports, 236 I. C. C. 416, 428-429 
(1939). 

2. All Freight between Portland and Seattle, 238 1. G. C. 729, 734 (1940). 

3. Lumber from Pacific Coast to Eastern Points, 210 I. C. C. 317, 346 
(1936). See also 227 1. C. C. 485, 493 (1938). 
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Whether a rate is reasonably oompensatoiy is an unportant, 
if not the predominant, element to be considered in determining 
lawful minima.* A reasonably compensatory rate has been defined 
as “<me which is remunerative, i.e., covers the out-of-pocket costs 
... of banHIing the particular traffic under consideration, including 
a iMx>per return on investment.”* Out-of-pocket costs, as referred 
to in this definition, embrace those expenses which are added over 
a period of time by an increase, or reduced by a decrease in traffic, 
can be assigned to specific traffic movements, and are directly 
affected by the use of carrier facilities.* This seems to mean the 
economist's mar^nal cost, but it appears that the Commission has 
usually identified out-of-pocket cost with average variable cost.^ 
A return on the investment in road and equipment required in the 
long run to accommodate added traffic is omitted from out-of- 
pocket costs, although the Commission pointed out that from 50 to 
70 per cent of the value of the property used in freight transpor- 
tation is affected by traffic volume.* 

Minimum rates based upon out-of-pocket costs in the short 
run are not reasonably compensatory, and will not be prescribed. 
With reference to rates that are remunerative only in the narrow 
sense, the Commission has stud, “Defendants also invoke the fa- 
miliar argument that shipments transported under the all-freight 
rates are added traffic, that is, freight which, except for the mainte- 
nance of the challenged rates, would not move by railroad at all, 
and that accordingly, if the resulting revenue is sufficient to cover 
out-of-pocket costs plus at least a small contributicm to the over- 
head or system costs, the rates are not too low, but on the contrary, 
they actually lighten the burden of other traffic. Whatever valid- 
ity the added-traffic theoiy of rate-making may have had some 
years ago, we think it has very little today. . . . The addition of 
another car to a frei^t train doubtless makes but a slight increase 
in the cost of operating the train, so slight indeed that the out-<tf- 
pocket cost of moving any particular car may be calculated, on 

4. Freight, All Kinds, Lincoln, Omaha, and Nebraska Points, 32 M. C. C. 
339, 344 (1942). 

6. New Automobiles in Interstate Ck>mmeroe, op. cit., p. 338. See also 
Petroleum from South Atlantic Porte to Southeast, 246 1. C. C. 23, 29 (1941). 

6. New Automobiles in Interstate Commerce, op. cit., p. 500. 

7. See Wilson, Q. L., and Hose J. R., “Out-of-pocket (3ost in Railroad 
Freight Rates,” this Joubnal, vol. 60, pp. 646-660 (August, 1946). 

8. New Automobiles in Interstate Commerce, op. cit., p. 628. 
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that basis, as practically zero. However, ovffl*head costs are no 
less real than direct transportation costs, and if all of the cars in 
the train, or any considerable number of them, are moving at 
submaximum rates, as must often be the case today, then clearly 
there is no room for application of the added-traffic theory,”* 
This was a railroad case, but the same principle has been applied 
with even more certainty to highway transportation. The Com- 
mission has pointed out that the dangers of the out-of-pocket 
basis are, if anything, greater for motor carriers than for radroads.* 
The former have less noncompetitive traffic than the latter. 

Not only has the Commission rejected strictly out-of-pocket 
costs as a measure of prescribed minima, it has frequently included 
in the term “reasonably compensatory” fully distributed or ava'age 
costs, i.e. operating expenses plus a normal return on investment.* 
In fact, as indicated in the next section, proposed reductions ibat 
cover out-of-pocket costs plus a proportionate share of the over- 
head have sometimes been condemned. 

Althoufffi the words “reasonably compensatory” and “proper 
return on bvestment” have been interpreted as referring only to 
cost,* it is possible that the Commission thinks they depend in 
part upon the value of the service and may call for a more than 
proportionate contribution to the overhead. The Commisrion has 
declared over md over that the tests reasonable minimum rates 
are the same as those governing marima, which ^ve considerable 
weight to value factors. It has spoken of rates that are “reasonably 
compensatory from the standpoint of cost of service,”* and in <me 
case said, “In determining what are reasonable minimum rates, 
we may take into consideration, to the extent that conditions will 
permit, the value as well as the cost of the service.”* In other 
words, what constitutes a reascmably compensatory rate may 

9. Middle Atlantic States Motor Carrier Conference V. Central Rafiroad 
Company of New Jersey, 232 1. C. C. 381, 391 (1939). See also All Freight from 
Eastern Ports to the South, 251 1. C. C. 361, 367 (1942). 

1. Refrigwator Material from Memphis, Tenn., to Dayton, Ohio, 4 
M. C. C. 187, 189 (1938). 

2. Petroleum from South Atlantic Ports to Southeast, op. dt. 

3. Witters, Myron, “A Study of Minimum Reasonable Rates,” I. C. C. 
Practitioners' Journal, vol. 13, pp. 438-509, 441 (March, 1946). 

4. Petroleum Pr^ucts bdween Kansas, Oklahoma, Arkumaa, Missouri, 
and Colorado, 245 I. C. C. 617, 634 (1941). 

5. Candy from Reading, Pa., to Baltimore, Md., 237 I. C. C. 89, 95 
(1940). See also Cotton Piece Qoo^ in the South, 234 1. C. C. 525, 539 (li^); 
and Petroleum from South Atlantic Ports to Southeast, op. dt., p. 24. 
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depend upon what the traffic will bear in particular cases. Some-* 
times prescribed rates may equal or even exceed average costs. 
At other times they lie closer to out-of-pocket costs. 

Whether the term ‘^reasonably compensatoiy” refers only to 
cost is, of course, relatively unimportant. The significant fact is 
that the Commission has employed the value of the service as one 
basis for minimum reasonable rates. As indicated, in some instances 
minima have been prescribed above full costs. In practically all 
cases they have been fixed at a level higher than necessary from a 
strictly compensatory point of view. 

Eejection of the out-of-pocket cost principle for minima is 
consistent with the dictum of the Supreme Court in the Northern 
Pacific Case® and with the policy followed by the Commission in 
administering Section 4 of the Interstate Commerce Act;^ but 
from the point of view of a particular carrier, it is sound only on 
the assumption that lower rates will not reduce the average cost of 
service. When plant has already been constructed, insistence upon 
fuU costs may be improper. For this reason the Commission 
often allows the carriers to quote rates that approach out-of- 
pocket costs in the nairovr sense, if reductions are necessary to 
meet compelling competition.® However, rates must not cut Below 
out-of-pocket costs, and must be no lower than necessary to meet 
competition. ® 


Protection of the Rate Structure 

The key to the Commission's prescription of rates that are 
more than strictly remunerative lies in the need to protect the rate 
structure. Here the question is not whether minimum rates are 
profitable to a particular carrier, but whether they threaten to 

6. Northern Pacific Railway Co. v. State of North Dakota, 236 U. S. 
685, 697 (1915). 

7. Transcontinental Cases of 1922, 74 I. C. C. 48, 71 (1922). It may be 
noted that the term ‘^reasonably compensatory,” as used in Section 4, involves 
much more than the netting of some profit, and that it does not necessarily 
provide the test for reasonable minima. Ex-Lake Grain to North Atlantic 
Ports, op. cit., p. 429. 

8. All Freight from Eastern Ports to the South, op. cit. See also Naval 
Stores from Mississippi to Gulf Ports, 236 1. C. C. 723 (1940). 

9. Molasses from New Orleans, La. to Peoria and Pekin, 111., 236 1. C. C. 
486, 602 (1939); Mineral Water from Hot Springs to North Atlimtic Ports, 
245 L C. C. 636, 641 (1941). 
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deplete teveauee and endanger service on a broad basis.^ The 
interest the individiial carrier must sometimes give way to that 
of the group, even thou^ the rates proposed by that carrier are 
justified from its point of view. If one carrier is permitted to 
charge rates that are profitable only in the strictest sense, other 
carriers are entitled, in the opinion of the Commission, to the same 
privilege. All are prone to reduce rates to the lowest levels possible 
without direct loss of revenue.* And if the competitive traffic 
amounts to a large percentage of total business, as is particularly 
true of motor carriers, the result in the long run is likely to be 
inadequate earnings and impaired service in general. Under such 
circumstances the Commission will insist upon rates substantiaOy 
in excess of out-of-pocket costs in the short run. 

With reference to rates that endanger general credit, the 
Commission has said, “Some persons contend that any rate that 
produces earnings m excess of the out-of-pocket costs of handling 
traffic without allocating thereto anything for other costs or 
return on investment is a minimum reasonable rate. Out-of- 
pocket costs may be indicative of the extent to which carriers may 
go in meeting competition without financial loss, and we have 
found such rates to be compensatory and not unreasonable per se 
when made to meet compelling competition. It is apparent, how- 
ever, that if all or a large proportion of railroad rates were brought 
down to such a level, the vitality of the railroad system would be 
destroyed. The Transportation Act of 1940 imposes on us the duty 
to scrutinize rates purportedly made on the out-of-pocket cost or 
minimum-rate theory to meet alleged competition and to reject 
them even if they yield something above all costs when they are 
less than prevailing reasonable rates prescribed by us, in the absence 
of proof that they are required to meet the compelling competition, 
and that they will not foster rmsound economic conditions in 
transportation among the several carriers or otherwise contravene 
the policy declared by the Congress in the ‘national transportation 

1. A few oasea involving the rate structure have been decided for the 
purpose of maintaining structural relationships, rather than of conserving 
revenue. Cotton, Wool, and Knitting Factory Products, 220 I. C. C. 189, 191 
(1937). 

2. An excellent illustration of progressive rate-cutting occurred between 
railroads and truck-water routes in transporting citrus fruit from Florida to 
North Atlantic porta. Citrus Fruit from Florida to Baltimore, Md., 237 1. C. C. 
246 (1940). 
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poli<^.’ La the abaence of convincing evidence tliat special rates 
are justified by the facts and circxunstances in particular situations, 
every rate sh(^d bear its fair share of the transportation burden.”* 

The power of the Conuuission to protect the rate structure and 
prevent the gravitation of rates to ^ lowest possible levels has 
been upheld by the courts. In construing the Act of 1920, the 
Supreme Court said that “the interests of the individual carrier 
must yield in many respects to the public need,”* and in the Anchor 
Coal case a district court declared that the Commission “has the 
right to prescribe minimum rates ... to prevent ruinous rate ware 
and to guarantee reasonable earnings, not only to the carrier 
affected but also to competing carriers, who may labor under a 
higher cost of doing business.”* In a later case the Supreme Court 
indicated by dictum that the Commission cannot prescribe minim a, 
imless rates are so low as to cast a burden on other traffic ,-* and in 
the Milwaukee case the Court pointed out that every rate change 
disrupts rate structures to a certain extent, that the fear of reduced 
earnings through rate wars engendered by the publication of low 
rates may prove to be illusory.' However, the order of the Com- 
mission in the Milwaukee case was inadequately buttressed by 
evidence, and soon afterward the Court upheld a similar, well- 
supported order.* In the Scandrett case the Supreme Court con- 
firmed a decision of a lower court that sustained the Commission 
in condemning proposed rates that were compensatory, considering 
all costs.* What was said in the Anchor Coal case has come to be 
settled law.* 

Minimum rates to protect the rate structure have generally 
been prescribed for railroads or motor carriers. Few water carrier 
cases have yet arisen, although in 1940 the United States Maritime 
Commission fixed minima to prevent rate ware in the intercoastal 

8. All Freight from Eastern Forts to the South, op. cit. 

4. United States v. Illinois Central Railroad Company, 263 U. S. 615, 
626 (1924). 

6. 26 F. (2d) 462, 471-472 (1928). 

6. Texas and Pacific Railway Co. v. United States, 289 U. S. 627, 633 
(1933). 

7. United States v. Chicago, Milwaukee, St. Paul and Pacific Railroad 
Company, 294 U. S. 499 (1936). 

8. Youngstown Sheet and Tube Company ▼. United States, 296 U. S. 
476, 480 (1936). 

9. 32 F. Supp. 996 (1940); 312 U. 6. 661 (1941). 

1. New AutomobileB in Interstate Commerce, op. cit„ p. 636. 
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trade.* After tbe Tranqportatioa Act of 1940 became effective, 
these minima were mo(Med by the Interstate Commerce Com- 
missicm in order to permit the intercoastal carriers to meet compe* 
tition from all-rail routes.* 

One of the first instances involving minimum rates for rail- 
roads occurred when the carriers serving competitive producers in 
Kansas, Louisiana, Michigan, and New York were quoting imduly 
low rates in affording outlets for salt.* In this case the rate was 
condemned as too low, not on tbe ground that it would cause loss 
to the publishing carrier, but because of its harmful effects upon 
the rate structure in general. Soon afterward, reduced rates on 
iron ore were disapproved as a threat to railroad eaminp.* During 
the depression of the ’thirties proposed rates on gasoline and coal 
were disallowed for similar reasons.* In these (»ses competition 
from water carriers was a factor. More recently, low rates on 
export grain were set aside as dangerous to the rate structure.* 
It may be observed that these and other examples wMch could be 
cited provided for minimum rates only on specified commodities. 

Regulation of the minimum rates of motor carriers has been 
especially important because of the hi^y competitive character 
of tbe industry, large niuubeis of operators, different service obli- 
gations, varying costs, presence of three types of carriers, lack of 
experience in fixing rates, disunity of action among the companies, 
and other factors. These conditions have led to irresponsible rate 
cutting and wide variations in rates. In order to stabilize rates and 
to create greater uniformity, commcm-carrier trucking associa- 
tions have published minima, commonly called “stops,” but these 
minima have led to difficulties. Siqce they have been based upon 
railroad rates and classifications, the effect has been to deprive 
commodities rated lower than the minimum classes of their more 
favorable transportation characteristics.* Another disadvantage 

2. 2 U.S.M.C. 286 (1940). 

3. Intercoastal Rate Structure, 263 I. C. C. 331 (1942). 

4. Salt Cases of 1923, op. cit. 

6. Ex-Lake Iron Ore from Chicago to Granite City, 123 1. C. C. 603, 606 
(1927). 

6. Gasoline from San Francisco Bay Points to Ogden, Utah, 198 1. C. C. 
683, 696 (1934); Coal from Kansas and Missouri to Miswuri via Misaouii- 
Kansas-Texas Riulroad, 198 1. C. C. 636, 638 (1934). 

7. Export Grain from Central Fr^ht Aseoi^tion Territory to North 
Atlantic Ports, 236 1. C. C. 666, 67;:. (1940). 

8. Minimum Class Bate Restrictions, Central and Eastern States, 44 
M. C. C. 367 (1946). 
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IS that the minima frequently do not apply to all lines, some carriers 
mmntaining stops hi^er than others. This often causes i^ippeis to 
pay throu^ rates based upon the hi^ stops. The shipper might 
elect another route over which a lower minimum governs, but it 
would be necessary to examine many tariffs in order to determine 
the most economical route. All carriers mi^t be forced to charge 
the same minima, as has sometimes been done, but this would tend 
to ignore substantial variations in carrier costs. 

Minima have been prescribed for motor carriers on a terri- 
torial basis for a large number of companies, as well as on a more 
restricted basis. Territorial decisions have fixed rates on commodi- 
ties in general, with exceptions, in the Middle Atlantic States, New 
England, Central Territory, Trunk line Territory, and Midwestern 
Territory.* The rates put into effect were of an emergency charac- 
ter, being approved by the Commission in most instances as pro- 
posed by the associations of carriers, without careful analysis of 
costs or particular services. Many of the rates were the same as, 
or definitely related to, railroad rates and tended to ignore motor 
carrier costs. In so far as influenced by such costs, the rates were 
generally based upon the average costs of all carriers. 

These summary decisions of the Commission were criticized 
on the ground that shippers were unfairly deprived of low rates 
and that the discretion of management was unduly restricted, but 
the Commission justified its action by the situation facing the 
motor-carrier industry, which was found to be too critical to permit 
the delays involved in a more careful determination. While the 
carriers had been slashing rates, costs had been rising, so that 
revenues were generally barely equal to or less than operating 
expenses. As a result, adequate and dependable motor-carrier 
service was endangered.^ 

When passing judgment on the Commission’s procedure, the 
impartial observer, though conscious of the strong efforts of the 
organized carriers to protect themselves even frmn legitimate 

9. Middle Atlantic States Motor Carrier Bates, 4 M. C. C. 68 (1937); 
New Eti^and Motor Cartier Bates, 8 M. C. C. 287 (1938); Central Territory 
Motor Carrier Bates, 8 M. C. C. 233 (1938); Trunk Line Territory Motor 
Carrier Bates, 24 M. C. C. 501 (1940); Midwestern Motor Carrier ^tes, 27 
M. C. C. 297 ^941). See also C^omia Motor Carrier Kates, 41 M. C. C. 19, 
41 (1942). 

1. See for enunide 4 M. C. C. 68, 77 (1937); and 8 M. C. C. 233, 263 
(1938). 
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competition, should take into consideration the fact that the 
minimum rates u^re looked upon as standards from which subse- 
quent departures could take place.* Motor operators were expected 
to ascertain costs and to develop a system of rates related as 
closely as possible thereto. Individual carriers able to justify 
rates lower than the territorial minim a were to publish sudi rates, 
although wholesale departures from the general standards would 
obviously defeat their purpose.* Those proposing lower rates 
were merely required to show their rates to be reasonably com- 
pensatory. 

On many occasions the Commission has modified the terri- 
torial decisions, and in 1943 it vacated or suspended its orders in 
the proceedings for Trunk Line, Central, New En^and, and 
Midwestern territories, having found that the rate’ cutting in 
practice at the time the cases began had practically ceased.* 
Moreover, in 1945 class rate restrictions set up by tte carriers 
were reduced.* The Commission has declared that when proposed 
individual motor carrier rates are reasonably compensatory, only 
the most impelling reasons justify the maintenance of minima.' 

In the more restricted proceedings dealing with minimum 
rates for motor carriers, decision generally turns on considerations 
such as whether the rates are above out-of-pocket costs,* whetho: 
the rates are necessary to meet competition,* and how the rates 
compare with the charges of other motor carriers.® Sometimes, 
however, rates are condemned as threats to the rate structure and 
service in general.* 

2. 27 M. C. C. 297, 320 (1941). 

3. McCormick Transfer, Commodities in Massachusetts and New Hamp- 
shire, 22 M. C. C. 385, 388 (1940). 

4. Railway Age, vol. 115, p. 705 (October 30, 1943). 

5. Minimum Class Rate Restrictions, Central and Eastern States, op. cit. 

6. Freight, All Kinds, Lincoln, Omaha, and Nebraska Points, 32 M. C. C. 
339, 344 (1942); Minnesota-North Dakota Motor Carrier Rates, 43 M. C. C. 
289, 304 (1944). 

7. 4 M. C. C. 187, 190 (1938). 

8. 4 M. C. C. 641, 649 (1938). 

9. 24 M. C. C. 419, 422 (1940). 

1. Commodities from Kansas to niinois, Missouri, and Oldahoma, 44 
M. C. C. 90, 93 (1944). See also Morton Salt Company v. Alton Railroad 
Company, 264 1. C. C. 71, 88-91 (1945). 
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PbBBEBTATION OT THU Advantaoss of Pabticulab 
Modbs of Tbanbfobt 

Another objective of minimum-rate regulation besides the 
protection of the rate structure is the promotion of an econcHnical 
division of traffic among the transport agencies, as required by the 
national transportation policy.* The two ends are not the same. 
Within the limits of what the traffic will bear, including potential 
competition from private means, it is postible to conserve the 
credit of all carriers and yet permit relationships among the rates 
of particular agencies which will not direct traffic according to the 
inherent advantages of different carriers. The desideratum, of 
course, is to accomplish both purposes at the same time in such a 
manner as to encourage healthy competition. 

Preservation of the inherent advantages of each mode of 
transportation as an objective of minimum-rate regulation was 
expressed by Commissioner Eastman in the following words: 
“There are, I believe, soimd grounds for holding that we were 
ipven the minimum-rate power for the purpose of . . . promoting 
within reason the use, to the extent that our jurisdiction permits, 
of the different modes of transportation for the services tq which 
they are economically best fitted and discouraging their use under 
reverse conditions. . . In the Scandrett case the Court stated 
that it is appropriate for the Commission in fixing rates to take 
into account the apportionment of traffic among comi>eting 
agencies.* 

How can minimum rates be fixed so as to preserve inherent 
advantages and at the same time conserve credit? According to 
one view, minima should be based upon the value of the service, 
not necessarily reflecting costs at all* Under this plan a relationship 
is fixed between the rates of competing agendes which will neable 
all to participate in the traffic, taking into account costs and service 
advantages. After this relationship has been established, the rate 

2. This question is discussed in Loeklin, D. P., “Transport Coordination 
and Rate Policy,” Harvard Business Review, vol. 15, pp. 417-428 (Summer, 
1937). See also Oppenheim, S. C., The National Transportation Policy and 
Intercarrier Gomp^tive Rates (1946). 

3. Naval Stores from Mississippi to Oulf Ports, op. dt., pp. 737-738 
(1940). 

4. 32 F. Supp. 996 (1940). 

5. See Annud Report of the Interstate Commerce Commission, 1939, 
p. 28; and Naval Stores from Mississippi to GuU Ports, op. cit., p. 738 (1040). 
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level is set at least as hig^, if not higher than the costs of the most 
inefficient agency, provided the traffic permits. To illustrate, in 
the Naval Stores case the Commission approved a rail-truck 
differential in favor of the railroads of about 2 cents per 100 pounds 
on rosin from Hattiesburg to Gulfport, Miss., and ^o per- 
mitted a proposed rail rate of 6 cents, which was approximately 
equal to railroad out-of-pocket costs plus a normal return on 
investment.* By reason of service advantages, it was found that 
trucks could successfully compete on the basis of a spread of 2 
cents, and that a truck rate of about 8 cents would more than cover 
all motor carrier costs. 

The principal argument in favor of the value standard is that 
it promotes the financial stability of all modes of transportation, 
provided there is enough business for all. It assumes that compe- 
tition forces rates down toward an out-of-pocket basis on a very 
substantial portion of traffic, and that recovery of full costs requires 
rates on other traffic in excess of variable expenses. Excepting 
pipe lines and certain types of water carriers, no means of transpo]>- 
tation has a cost advantage on its entire business. 

Although this argument carries weight, it overlooks what 
appear to be more forceful counter considerations. The value 
basis implies, or at least does not deny, the desirability of minima 
on the better-paying traffic at a level suited to the needs of the high- 
cost agency. Such minima are ordinarily unfair to shippers, who 
are entitled to service at a price that would be forthcoming under 
competition. Rates should be no higher than the most efficient 
carrier could afford to charge, were the traffic involved its only 
business; and as a rule they should be even lower, since the carrier 
will profit from other business. 

A related objecticm to the value basis is that the sharing of 
traffic among the low- and the high-cost agencies tends to increase 
the costs of the former, unless it enjoys enough traffic to operate at 
the point of greatest efficiency. Insofar as costs rise, inherent 
advantsiges are not preserved mid traffic is allocated in an arbitrary 
manner. There existe no objective guide for determining how mu<ffi 
business each carrier should receive. 

Another disadvantage of minima adjusted according to the 
value of the service is that they invite ccmtract and private trans- 
portation. This was a factor taken into account by the Com- 

6. lUd., p. 735i 
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mission when permitting the railroads to reduce rates in the naval 
stores case.^ £^couragement of contract and private service makes 
more difficult profitable operation by the common carrier. Within 
limits, the latter should be encouraged, as provided for in the 
Interstate Commerce Act and as recognized in various dechdons 
by the Commission.^ Section 218(b) of the Act specifies that the 
minimum rates of contract carriers “shall give no advantage or 
preference to any such carrier in competition with any common 
carrier by motor vehicle.” The contract carrier, of course, performs 
a le^timate function, and the rates it charges may not be con- 
demned merely because they are lower than common-carrier rates.* 

Notwithstanding the objections to the value-of-the-service 
basis, the Commission seems to have adopted it in cert^ cases. 
One of the most criticized decisions involved mmimum rates on 
petroleum products moving by rail, water, and highway between 
Washington, Oregon, Idaho, and Montana.^ Here rates advocated 
by the railroads were found to be compensatory, considering all 
costs, but inasmuch as the proposed rates were lower than the 
rates being charged by the other agencies, the Commission pre- 
scribed rail minima near the cost of handling the traffic by river and 
truck.* It stated that it would approve minima which “wil pro- 
mote a somewhat healthier degree of prosperity for all the carriers 
concerned, by rail, by highway, and by water.”* Since the railroad 
was the low-cost carrier, this finding “held an umbrella” over the 
high-cost carriers and forced shippers to pay excessive rates. It 
has been suggested that the cost data in this case were none too 
satisfactory, that the costs referred to did not include taxes and a 
return on investment, and that the railroad may have been in 
reality the high-cost agency.* However, the Commission failed to 
say that the proposed rates would not yield a reasonable return. 

7. Ibid. 

8. Contracts of Contract Carriers, 1 M. C. C. 628, 629 (1937). 

9. New En^nd Motor Rate Bureau v. James A. Lewers and John H. 
McCauley, 30 M. C. C. 651, 664 (1941). See also Contract Minimum Chargee 
from and to Baltimore, Md., 32 M. C. C. 273, 283 (1942). 

1. Petroleum between Washington, Or^n, Idaho, and Montana, 234 
I.C.C. 609(1939). 

2. The key-point rate advocated by the railroads was 25 cents, but the 
Commission prescribed a rate of 28.5 oente. 

3. Ibid., p. 637. 

4. Looklin, D. P., “Bates and Bate Structure,” in National Besonroes 
Planning Board, Transportation and National Policy, pp. 87-128, 119 (1942). 
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fact, it disapproved rates from northern Montana points even 
thooi^ it stated that the proposed rates would afford a substantial 
profit.* 

Another dedsicai of similar nature dealt with petroleum traffic 
in the Southeast.* Here the rates proposed by the railroads, the 
low-cost agency, would not cover operating expenses plus a full 
return on investment, but they were definitely compensatory and 
were disallowed primarily because of being substantially below 
truck costs. As in the first petroleum case, minima were prescribed 
for the purpose of cabling all agendes to share in the traffic. In 
a dissenting opinion Commissioner Splawn pointed out that the 
railroads were deprived of traffic that would enable them to profit 
from the fuller utilization of plant. 

The Commission has also followed the value standard wh^ 
permitting motor carriers to adopt railroad classifications.^ Irre- 
spective of the fact that there appears to be relatively little room 
for the use of demand factors b the adjustment of motor rates, 
the Commisdon said m the Central Territory case, “It requires 
no great penetration, however, to perceive that such a method of 
maldng motor-carrier rates cannot produce satisfactory results so 
far as eammgs are concerned, unless the rates of competitors are 
constructed b a similar manner. ... It may be that it will ulti- 
mately be found that both railroad and motor-carrier rates should 
conform to cost-of-service principles, but it is clear that as matters 
now stand motor-carrier rates cannot reasonably be constructed 
without regard to the competitive rates of other carriers.”* Had 
the Commisdon been prescribbg motor-carrier rates under more 
normal conditions, it might have been less willbg to approve the 
railroad scheme. 

Instead of bebg so adjusted that all agendes, bcludbg hi^ 
cost ones, can share b the traffic, mbimiun rates may be fixed with 
reference to the agency for which the rates are quoted. This does 
not necessarily mean that only one agency can participate, but it 
does mean that rates are determbed primarily from the standpomt 
of their lawfubess m relation to a particular agency. Although 

5. Petroleum between Washington, Oregon, Idaho, and Montana, op. 
tit., p. 630. 

6. Petrolemn from South Atlantic Ports to Southeast, op. tit. 

7. Rates between Arizona, California, New Mexico, and Texas, 3 M. C. C. 
606, 683 (1937). 

8. 8 M. C. C. 233, 249-260 (1938). 
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occasional deviaticms lisve occurred, most of the Commissioa’B 
dedsions seem to conform to this prmdple, at least since 1940. 
The following excerpt from the Seatrain lines case presents the 
Commission’s view: "In connection with these contentions it is 
interest that the rule of rate making in section 15a has been recently 
amended so as to require us, in ^e exercise of our authority to 
prescribe just and reasonable rates, to 'give due consideration, 
among other factors, to the effect of rates upon the movem^t (tf 
traffic by the carrier or carriers for which the rates are prescribed. . . 
This admonirion is repeated in sections 216(i) and 307(f), contain- 
ing rules for rate making relating to motor and water carriers, 
respectively. The words which have been italicized for emphasis 
are of particular interest. They were not in either of the bills 
originally passed by the Senate and the House of Representatives 
but were added by the committee of conference. Their meaning, 
supported also by the legislative history, seems to be that no carrier 
should be required to mdntain rates which would be unreasonable, 
judged by other standards, for the purpose of protecting the 
traffic of a competitor,”* In this instance, proposed increases in 
the rates of Seatrain were denied on the ground that they were not 
justified by hi^er costs and would deprive shippers of a superior 
service. 

Although the foregoing quotation is inconsistent with the 
decisions in the petroleum and certain other cases, in 1945 in New 
Automobiles in Interstate Commerce the Commission explmned 
its minimum rate policy at some length, and declared the view set 
forth in the quotation to represent its present position.* The 
particulars of the automobile case are of interest. It embraced all 
rates, charges, rules, regulations, and practices in the United States 
subject to parts I and II of the Interstate Commerce Act applying 
to the interstate transportation of new automobiles by railroad in 
carloads, by truck-away, tow-bar, drive-away, or by any of these 
modes in conjunction with water carriage. 

The National Automobile Transporters Assodation, the mem- 
bers of which were adversely affected through rates maintained by 
the railroads, requested the Commission to prescribe minimum 
rates higher than existing char(^ and on or close to reasonable 
maximum rates for both railroads and motor carriers. Existing 

0. Seatrain Lines v. Akron, Canton and Youngstown Railway Company 
243 1. C. C. 199, 214 (1940). 

1. 269 1. C. C. 476, 637 (1948); 
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r»3 ratee varied aceotding to ccHnpetitive ccoiditions from 30 to 70 
per cent of first class rates, and the Association proposed rates 
beginning at 50 per cent of first class for the shortest distances and 
gradually rising to first class for distances exceeding 500 miles. 
It also urged the Commission to prohibit any reductions below 
present rates to meet carrier competition, except upon a special 
riiowing. It asked that contract carrier rates be increased on the 
ground that they depress nul rates and thus divert traffic from 
commoa carriers by motor vehicle. 

The railroads opposed the prescription of higher minima. 
They argued that their present rates are compensatory, that it is 
necessary to publish rates substantially below truck rates in order 
to handle any considerable portion of the business, and that they 
should be left free to quote such rates as are necessary to obtain 
thrir share of the traffic. Chrysler Motors also objected to the 
prescription of minimum rates on the ground that competition is 
beneficial, since it has forced a reduction in rates throughout the 
country. The Nicholson Universal Steamship Company argued 
that if a relation between the rates of the various forms of trans- 
portation is fixed, a differential should be established in favor of 
joint water-rail and joint water-truck rates to reflect the inferior 
service and low costs of joint transportation. 

The Commission refused to prescribe the proposed minima. 
According to its cost studies, the rates of the several forms of 
transportation were compoisatory, except in scattered instances, 
and the financial stability of the carriers was not threatened. It 
stated that within reasonable limits the public was entitled to 
rate reductions brought about by competition. The Commission 
also said that the rates advocated by the Association would spread 
an umbrella over motor carriers for movements exceeding 200 
miles, because of the door-to-door service and other advantages of 
such carriers. Long-distance traffic would be diverted from the 
railroads, despite the circumstance that from the standpdnt of 
fully distributed costs the rml carriers were the fittest agexusy 
beyond 200 miles. The Commission foimd no warrant for believing 
that rail rates should be held up in order to preserve a motox^rate 
structure, or vice versa. 

The automobOe case seems definitely to set aride the umbrella 
principle of rate making. In fact, derisions confonning to the 
Seatrain doctrine were handed down prior to the Transportatian 
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Act of 1940. In a third petroleum case the CommissioD said, “If 
the costs of one transportation agency are so high as to prevmt 
profitable operation at rates which permit the competing agency to 
perform satisfactory service to the public and to earn a good profit, 
it seems obvious that the hi^-cost agency in meeting the rates of 
the low-cost agency is attempting to compete on a nonprofit basis. 
To direct the low-cost agency in these circumstances to increase 
its rates would be to disregard the admonition of both the Inter- 
state Commerce Act and the Motor Carrier Act to give due con- 
sideration ‘to the need in the public interest of adequate and 
efficient . . . transportation service at the lowest possible cost 
consistent with the fiunishing of such service.’ It would be regu- 
lation in the interest of the high-cost agency rather than in the 
puUic interest.”* 

If minimum rates are fixed with reference to the agency for 
which the rates are quoted, they should be based principally upon 
cost, with perhaps some allowance for value considerations on the 
part of the low-cost carrier. However, more than one cost level is 
said to be defensible.* According to one theory, each carrier should 
be permitted to reduce rates to that level necessary to attract 
traffic, provided the rates more than cover out-of-pocket expen^. 
The principal argument in behalf of this basis is that it allows a 
relatively large degree of flexibility and competition in rate making. 
Contrary arguments are that minimum rates extensively de- 
termined with reference to out-of-pocket costs undermine carrier 
earnings and distribute traffic, not according to relative economy 
and fitness, but according to the agency having the largest backlog 
of non-competitive business. Traffic moves by the carrier having 
the lowest out-of-pocket costs in the short run, and that carrier is 
not necessarily the most economical in the long run. For example, 
in the case of New Automobiles in Interstate Commerce it was 
found that the truck-away carrier was the most efficient agency for 
transporting automobiles up to about 160 miles, considering aU 
costs, but that in most instances the railroads had the lowest out- 
of-pocket expenses.* Many similar cases could be cited. 

2. Petroleum and Petroleum Products from California to Arizona, 241 
I. C. C. 21, 43 (1940). See also Navid Stores from Mississippi to Gulf Ports, 
op. cit. 

3. See Eastman, J. B,, “The Adjustment of Bates between Competing 
Forms of Transportation,” American Eksonondo Beview, vol. 30, part 2, pp. 
124-129 (March, 1940). 

4 . 269 1. C. C. 476, 667,.(1946). 
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A second alternative in ^plying the cost principle is to base 
minima upon the fully-allocated costs of each agency. On traffic 
handled at about the same cost, rates for the different types of 
carriers are equal and traffic is distributed largely according to 
service advantages. On other traffic, minima are unequal; and if 
services are comparable, the traffic moves by the agency of lowest 
cost. In contrast with the out-of-pocket plan, this procedure 
assures the survive of the most efficient agencies, if plant is 
properly adjusted to the demand for service. Another advantage 
is the allocation of traffic according to a reasonably definite 
standard. So long as an agency is allowed to depart from average 
cost in publishing rates, judgment is involved in deciding the 
extent of departure and the s^re of traffic to be moved by that 
agency.* Discretion is of course required in the ascertmnment of 
costs, but there is less need for the exercise of opinion than when 
adjusting rates on the basis of demand. 

Still another advantage of requiring each agency to charge 
rates measured by its own costs is the reduction of wasteful trans- 
portation. Permitting a hi^-cost carrier to divert traffic from a 
low-cost one often results in a loss equal to the difference between 
the direct costs of the two, as when both have excess capacity. 
Only if the additional expense of handling traffic by the high-cost 
agency is less than the corresponding expense of the low-cost 
agency is it economical for traffic to move via the first. This situ- 
ation might occur when the low-cost agency is fully utilized. But 
if both are operating at capacity, rates should be based uprm 
average costs. 

Although the average-cost plan has substantial advantages, 
it permits competition only insofar as fully-allocated costs are 
eqvial, and it tends to cause a high degree of carrier mortality.* K 
full costs were strictly applied to railroads, numerous rates under 
Section 4 would be precluded, many charges on less-carload traffic, 
and possibly most passenger fares. Since the policy of Ccmgress 
has been to encourage competition and to protect competing 
agencies, at least to some extent, general approval of this plan is 
doubtful. The decision of the Supreme Court in the Dastem- 

6. See remarks by Commissioner Eastman in Naval Stores from Misris- 
sippi to Gulf Ports, op. oit., pp. 734-739. 

6. Annual Report of the Interstate Commerce Commission, 1939, p. 28. 
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Central case apparently condemns the determination of minimnm 
rates altogether on the basis of costs and without consideration of 
competitive factors.^ In this case certain truckers, in order more 
effectively to compete with railroads, proposed rates based upon a 
volume minimum, rather than a truckload minimum weight. 
These rates were disapproved by the Commission on the ground 
that the motor carriers failed to show that they could handle a 
volume minimum weight at less cost per 100 pounds than a truck-* 
load minimum. The Court objected to this finding, saying that the 
Commission may not decide the question solely on the basis of 
a cost rule formerly applied to railroads. Although the Court 
stated that more adequate evidence might support the Com- 
mission, it insisted upon the necessity for considering the 
competitive relationships between railroads and motor carriers. 
Three justices dissented, contending that the Commission did not 
adopt an inflexible cost principle, and that pursuit of the policy 
of the majority decision would force the Commission to embark 
upon far-reaching investigations when questions of rail-motor rate 
r^tionships arise. 

A third cost plan — a variatitm of the second — is to base 
minimum rates upon the fully-allocated costs of the loyr-cost 
agency and to grant other carriers limited opportunity to meet the 
minima. This policy differs from the value standard in that rates 
are never higher than the average costs of the most efficient means. 
It differs from the measurement of mmima by out-of-pocket costs 
in that rates are kept high enough to enable at least one agency to 
operate at a profit, on the assumption that the agency's average 
costs are below the out-of-pocket costs of competitors on a suf- 
ficient number of commodities and hauls. It differs from the policy 
of basing the rates for each mode of transportation upon its own 
average costs in that the traffic priced by the low-cost agency is 
shared with competitors so long as no rate falls below a remuner- 
ative level. 

Regulation of minimum rates according to this third cost plan 
means the movement of traffic by some carriers at less than its 
full cost. Unless safeguarded, this is a dangerous policy and might 
make necessary the upward adjustment of certain rates in order to 
enable any one agency to earn a reasonable retiun. Nevertheless, 

7. Eastern-Central Motor Carriers Association v. United States, 321 
U. S. 194 (1944). 
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the plan haa several advantages. First, it conforms to a large 
extent with the rate-making procedures of the past. Many cases 
can be cited in which the Commission has permitted a high-cost 
carrier to meet lower rates, especially in connecticm with the Long- 
and-Short-Haul Clause where roundabout lines compete with 
direct lines. Second, it encourages competition, thus conforming 
to a definitely expressed Congressional policy. Minima based 
upon the full costs of each agency allow competition only insofar 
as average costs are equal. Third, under some conditions it makes 
possible more economical transportation. As explained above, 
where a high-cost agency’s plant is not fully utilized, it may be 
desirable to permit that agency to quote rates that approach 
direct costs. This is frequently the situaticm in the case of rail- 
roads. Fourth, it may afford a high-cost and already established 
means of transportation a better opportunity to remain in business. 
Under some conditions the diversion of traffic from a low-cost 
carrier to a less economical one may not seriously harm shippers 
served by the former, and at the same time may make it possible 
for the latter to operate. 

The right of a high-cost agency to meet the rates of a low-cost 
carrier should be limited. In no case should the former be permitted 
to reduce its rates below strictly out-of-pocket costs, or to engage 
in unduly wasteful transportation. The high-cost agency should 
make its rates no lower than necessary to meet competition. Where 
it posseeses service advantages, its charges should be above the 
rates of the controlling carrier. 

In order to facilitate reduced costs for the low-cost agency, and 
thus the lowest rates for the public, it may be desirable to permit 
that agency, within limits, to quote promotional rates. By so 
ddng, average costs can sometimes be reduced through the uti- 
lization of such excess capacity as may exist and through the 
promotion of such economies of large-scale production as may be 
realizable. But rates should not be reduced merely to divert 
traffic from another carrier, and plant should not be expanded to 
handle additional traffic unless the added business will cover 
average costs. 


COKCnUSIONS 

A rig^d minimum-rate formula is probably imdesirable, 
although the predominant consideratim should generaUy be the 



230 


QUARTERLY JOURNAL OF ECONOMICS 


coet of service by the most efficient ag^cy. In certain caaeSi 
e^^cially before the Transportaticm Act of 1940 became effective, 
the Commission, in its zeal to conserve earnings, seems to have 
too much weight to value factors and competitive relation- 
ships. Attempts to raise rates when lower charges can be shown to 
be reasonably compensatory, not only tend to encourage private 
transportation but also to prevent the movement of traffic accord- 
ing to the relative economy and fitness of the carriers. When 
business is inadequate in volume, it may be that all carriers cannot 
prosper unless minima are increased; yet it appears better to let the 
inefficient fall by the way than to shield high-cost transportation. 

A general assumption that recast reductions in rates merely 
arise from competitive rate slashing and are not the result of more 
efficient methods of transportation seems unwarranted. It is, of 
course, true that rates have been cut below a reasonable cost level 
in many instances, and that the Commission must look to the long 
run as well as to the short run. However, a careful distinctioa 
should be made between the circumstances under which rates 
based upon fully-distributed costs are and are not defensible. Most 
dissenting opinions have arisen in coimection with this point.* In 
some instances rates near out-of-pocket costs are desirable, pro- 
vided these costs are properly defined. If out-of-pocket costs are 
identified with average variable costs, instead of marginal costs, 
when plant is approaching full utilization, rates based upon the 
former lead to an outright loss measured by the excess of marginal 
costs over variable. Possibly this is one reason for the Com- 
mission’s reluctance to adopt the out-of-pocket cost standard. 

The Commission’s statement that minimum reasonable rates 
should be governed by the same standards applicable to maximum 
reasonable rates is misleading, except with reference to the general 
directives of Congress. It implies too much emphasis upon the 
value of the service as a basis for minima. Value has long been 
recognized as a leading test for maximum rates in industries like 
railroads, because it makes possible lower rates on low-grade 
traffic and thus a reduction in the total cost of service; but its use 
as a measure of minimum rates tends to raise the cost of service 
and to narrow the zone of discretion. If a distinction between 
maximum and minimum rates is to be recognized, it seems unreal- 

8. Compare remarks by Commissioner Splawu in Petroleum IVoduots 
between Kansas, Oklahoma, Arkansas, Missouri, and Colorado, op. ott., p. 638. 
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istio to base the latter upon the value of the service except to a 
limited extent on the part of a low-cost carrier characterized by 
constant costs. Today there is less room than formerly for the 
upward revision of rates according to what the traffic will bear, 
even in the railroad industry. The Commission itself has so stated. 

Although some deviations have occurred, most minimum rate 
decisions erf the Commission appear to be consistent with trans- 
portation by the low-cost agency. When rates proposed by that 
ag«icy have been shown to be reasonably compensatory, i.e. 
cover the expenses which vary over a period of time with the traffic 
or use of the plant plus a proper return on investment, they have 
gfflierally been approved. As in New Automobiles in Interstate 
Commerce, the Commission has often said that raising rates to 
protect uneconomic agencies is contrary to the national trans- 
portation policy and to the rules of rate making. Cases which have 
shielded high-cost carriers have been decided largely during a 
period of business depression and rapid technological change for 
the purpose of conserving carrier earnings, not out of favoritism, 
and are to be explained to some extent by the partial conflict in 
Congressional policies. Reconciliation of these policies under 
unfavorable conditicois has called for a high degree of statesman- 
ship on the part of the Commission. 

TnuuaN C. Bioham. 
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1. Introduction 

The large volume of mortgage debt in the United States has 
created investment outlets for numerous financial institutions.^ 
Among these the mutual savings banks are of prime importance, 
especially in the Northeast.* The 1940 Census revealed that, for 
the country as a whole, savings banks supplied 13.6 per cent of 
the total funds invested in outstanding mortgage loans on one- to 
four-family nonfarm houses; the same proportion obtained in 1942.* 
In some cities and regions the proportion is much higher. In 
Worcester, Massachusetts, the five mutual savings banks have 
traditionally enjoyed hegemony in the local mortgage ifiarket. 
The Financial Survey of Urban Housing revealed that in 1934 
these banks held from two-thirds to three-fourths of all outstanding 
mortgages in Worcester, and the 1940 Census — based on an 

1. In 1942 nearly $20 billion of mortgage loans was outstanding on 
one- to four-family nonfarm houses. FHLB Review, September 1943, p. 355. 
For various earlier estimates, see American Institute of Banking, Home Mort- 
gage Lending (1938), pp. 7-9; J. H. Gray and G. W. Terborgh, First Mortgages 
in Urban Real Estate Finance (1929); C. E. Persons, ^^Credit Expansion, 19^ 
to 1929, and Its Lessons,’’ this Journal, November 1930, p. 104; Evans Clark 
and A^ociates, The Internal Debts of the United States (1933), p. 63; 
Charles Abrams, Revolution in Land (1939), pp. 98-99; D. C. Horton, Long 
Term Debts in the United States (1937); and J. W. Sternberg, 'Indebtedness 
in the United States, 1929-39,” Survey of Current Business, June 1940. See 
also American Housing: Problems and Prospects, Twentieth Century Fund 
(1944). 

2. In 1 929 the Brookings Institution estimated that mutual savings banks 
held 145 billion of mortgages, and in 1932 Evans dlarkand Associates estimated 
that urban mortgages accounted for roughly 49 per cent of the assets of savings 
banks. Gray and Terborgh, op. oit.; Evans Clark and Associates, op. cit., 
pp. 63, 79. 

3. U. 8. Bureau of the (Census, Census of Housing, 1940, VoL IV, Fart 1, 
p. 71; FHLB Review, September 1948, p. 855. 
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enumeratioQ rather than a sample — corroborated this general 
figure.* The dominant rdle of the savings banks in the Worcester 
mortgage market is clear-cut, at least until the war. It therefore 
appears desirable to analj^ze in detail the mortgage portfolio of 
these banks, to shed light on the investment polides of an impor- 
tant group of mortgage lenders. 

The nature of savings banks is too well known to require 
extended discussion here. A mutual savinp bank has no cadtal 
stock; it is operated for the benefit of its depositors, who are the 
owners. It receives savmp in the form of time deposits, which 
constitute roughly 90 per cent of total liabilities; the remaining 
liability items are the guaranty fund and profit and loss account, 
Christmas and other club deposits (segregated from the regular 
deposit suKsounts), interest and rents, less current espenses, and 
misoellaneous liabilities. It invests the aggregate funds chiefly in 
securities, real estate loans, and personal loans, and makes the 
profits available to the depositors in the form of “dividends” at 
regular intervals. Mutuals in Massachusetts and several other 
states may invest up to 70 per cent of total d-^posits in mortgage 
loans. Thus they not only supply credit for home financing, but 
in turn depend on the continuance of a sotmd mortgage market 
for investment yields. Since their deposits are not legally subject 
to withdrawal on demand, they can safely be invested in mortgages 
and other long-term loans. 

II. SuppLT AND Allocation of Investusnt Funds 

The supply of mortgage credit available from savinp banks 
depends on, but is not commensurate with, the volume of deposits. 
The proportion of deposits invested in mortpge loans is influenced 
by statutory and voluntary restrictions. The former sets the upper 
limit to the volume of mortgage lending. Witlun this statutory 
limit, the proportion of bank funds actuiJly devoted to mortgages 

4. On a sample of loans of all priorities in 1934, these banks held 70.8 per 
cent of mortgagee on owner-oocupied properties, and 71.8 per cent on rented 
properties. They held 78.8 per cent of sJl first mortgages. U. 8. Bureau of 
Foreign and Domestic Commerce, Financial Survey of Urban Housing, 1934 
(1937), p. 78. For the entire country, savings banb held only 12 per cent of 
total mortgages. Ibid., p. 70. In 1040 Worcester’s savings banks held over 
85 per cent of all first mortgagee on one- to four-fiunily owner-occupied houses. 
A breakdown reveals a ratio of almost 60 per cent on one-family houses, and 
over 73 per cent on two- to four-family houses. Census of Housing, 1040, 
VoL IV, Part 2, p. 650. Percentages computed Iqr 11m writer. 
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depends coi investment policies and decisions which are based 
ultimately on the relative safety, liquidity, shiftability and yield 
of mortgage loans and alternative investments. We therefore 
proceed first to an analysis of deposits in the five Worcester savings 
banks from 1920 through 1940. The basic data were derived from 
the annual reports of the Commissioner of Banks.* The five mutual 
savings banks in Worcester were all well-established before 1920, 
the year in which our analysis begins.* Although they differ in 
size, their deposits and investments have followed a uniform 
pattern and have been subject to the same general influences. 
Their anniial statements were therefore combined into aggregates 
for the five banks as a unit. In analyzing these figures, comparative 
data for all mutuals in the State will be used as a background. 

Deposits. Table I sununarizes the deposit experience of these 
banks. Aggregate deposits of the five banks stood close to $94 
million in 1920, fell slightly during 1921, then rose rapidly and 
steadily to a peak of over $150 million in 1931. By 1933 they had 
fallen to $136,7 million, but recovered and, after a setback in 1938, 
reached over $146.5 million in 1940. The behavior of deposits is 
more clearly revealed by their annual increase or decrease. The 
cyclical pattern diffeis in timing from the general business cycle. 
The depression of 1921 and the recession of 1937-38 were both 
followed by a decrease in deposits, and business recovery broi^ht 
an increase. But the prosperous year 1929 (October 1928 to October 
1929)’^ witnessed a slackening in the rate of increase (only $3 million 
compared with over $10 million in 1928), whereas during the 
depressed years 1930 and 1931 the annual increase was greater 
than in 1929. This contradiction of expectations may be partly 

5. Commonwealth of Massachusetts, Department of Banking and 
Insurance, Annual Report of the Commissioner of Banks. Public Document 
No. 8. Part I, Savings Banks and Institutions for Savings; Part II, Trust 
Companies, Foreign Banking Corporations and Others than Banks; Part III, 
Cohperative Banto and Savings and Loan Associations; Part IV, Credit 
Unions. Hereafter cited as Annual Report. 

6. The banks, with their dates of incorporation and amount of resources 
in 1940, are as follows: Bay State Savings Bank, 1895, assets, $7,205,871; 
People’s Savings Bank, 1864, assets, $34,918,813; Worcester County Institu- 
tion for Savings, 1828, assets, $57,471,762; Worcester Five Cents Savings 
Bank, 1854, assets, $37,557,022; Worcester Mechwics Savings Bank, 1851, 
assets, $28,809,703. Annual Report, 1940, Part L 

7. Except where otherwise noted, the data in this study are not for the 
ralradar year but for the fiscal year ending October 31. The diBorq>ancy 
between the two accounting periods is alight. 
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TABLE I 


DEPOsm nr Five Savimos Banks 


Year 

Totfil Deposits 
(000 omitted) 

Annual (Thanjce 
(000 omitted 

No. of 
Accounts 

Average 

Sue 

1020 

1021 

$93,857 

92,618 

$1,241 

191,664 

188,220 

$490 

492 

1022 

95,521 

2,905 

190,581 

501 

1923 

103,489 

7,068 

190,717 

518 

1024 

100,626 

6,137 

205,025 

535 

1025 

116,105 

6,479 

209,960 

553 

1026 

121,345 

5,240 

212,731 

570 

1027 

120,297 

7,952 

215,096 

601 

1028 

139,570 

10,273 

219,014 

637 

1020 

142,647 

3,077 

218,584 

653 

1030 

146,566 


216,592 

677 

1081 

150,335 


213,710 

703 

1032 

140,945 

-9,389 

205,287 

687 

1933 

136.747 

-4,198 

202,108 

677 

1034 

138,641 

1,894 

203,130 

683 

1035 

140,448 

1,807 

203,568 

690 

1036 

143,139 

2,691 

206,392 

694 

1037 

145,355 

2,216 

209,465 

694 

1038 

142.834 

-2,521 

204,933 

607 

1030 

144.381 

1,547 

205,434 

703 

1040 

146,557 

2,176 

210,477 

696 


Source: Computed from 105 bank statements in Ajmual Report. Part 1. 1020-40. 


explained by the movements of the stock market. It is probable 
that large withdrawals for speculative purposes retarded the growth 
of deposits in 1929, and that after the stock market crash “scared 
money” and funds unable to find a more profitable outlet flowed 
into these banks.' Not until 1932 did the deposits of the Worcester 
mutuals reflect the widespread unemployment and industrial 
stagnation. By 1934 an increase in deposits was f^ain evident. 

The “average deposit” is a weighted arithmetic mean, com* 
puted by dividing aggregate deposits by the number of depceit 

8. Of. J. M. Keynes: “Now when bullish sentiment is on tike increase 
there will be a tendency for the savings deposits to fall.” Treatise on Money, 
VoL II, pp. 250-251. On the other hand, savings deposits may be withdrawn 
on a declining stock market in order to meet margin requiremmits. For 
discussion of the cyclical activity of savings accounts in New York State, see 
W. Welfling, “Some Characteristics of Savings Dtpoeita,” Ametican Econonuc 
Review, XXX, December 1940, pp. 748-758. 
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accounte in the five banks. The average depoedt increased steadily 
to 1931, fell only slightly in 1932 and 1933, and then rose. Per 
capita deposits were derived by dividing the aggregate deposits of 
the five banks by the population of Worcester. Per capita deposits 
increased to 1930, fell slightly during the depression, and then 
increased. The number of deposit accounts grew steadily after 1922 
and reached an all-time peak of 219,014 in 1928, then fell to a low 
point in 1933. By 1940 there were 210,477 accounts. In each year 
of our study the number of accounts exceeded the population of 
Worcester. In 1920 there were 107 accounts for every 100 persons; 
in 1940 there were 109. These figures indicate the popularity and 
stability of the mutuals in Worcester.' But the high ratio of 
deposit accounts to population should be interpreted conserva- 
tively. All accounts are not owned by residents of Worcester; 
many individuals have accoimts in several banks; and nuiny 
families open an account for each child. Some accounts, moreover, 
represent deposits of churches and fraternal groups rather than of 
individual savers, and many represent small school savings, which 
were popularized and encouraged during the 'twenties.* Neverthe- 
less, the figures do indicate the widespread character of savings in 
Worcester, and the large number of people who are the ultimate 
sources of mortgage credit.* 

9. In Baltimoro, where the mutualg have also had a long history, the 
numbtT of deposit accounts in 1934 equalled only 40 per cent of the population, 
or one account for every two and one-half persons. H. W. Thon, Jr., Mutual 
SavingH Banks in Baltimore (1935). The comparison should not be stressed, 
however, since Baltimore is a larger city than Worcester, and savings banking 
is not so well entrenched in Maryland as it is in Massachusetts. 

1. For example, during the school year 1926-27, in Worcester and the 
adjacent town of Auburn, 14,307 pupils (55 per cent of all pupils enrolled in 
60 scho(.»ls) deposited 136,339, or $2.54 i^r depositor. An average of 4,582 
pupils made deposits each week. American Bankers Association, Savings 
Bank Division, School Savings Banking During School Year 1926-^ 

p. 14. 

2. For aU savings banka in the State, the behavior of deposits was similar 
to that in Worcester, with the following variations: there was no decline in 
total deposits in 1921; the number of accounts reached a peak in 1929 rather 
than in 1928, and a trough in 1934 rather than in 1933, and fell slightly in 1936, 
1938 and 1940. The average deposit account in Worcester is slightly smaller 
than in the State as a whole. Annual Report, 1940, Part 1, p. xxiv However, 
per capita deposits in the Worcester mutuals have been higher than per capita 
saving of all types in the State. The latter increased from $384 in 1921 to 
$670 in 1931, d^iined during 1932 and 1983, then recover^ and reached 
$538 in 1936. During the entire period since 1920, Massachusetts continued 
to lead the country in per capita savings. American Bankers Association 
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The five banks have enjoyed ocnsiderable secular growth in 
savings, the 1940 figure being greater than that for 1920.* Their 
deposits increased rapidly during the 1920’s, and again since 1934, 
in the face of generally declining dividend rates. Since they may 
legally invest up to 70 per cent of deposits in mortgage loans, a 
(HA^erable amount of mortgage credit is potentially available 
from these banks. Their deposits are derived from a large niunber 
of small depositors and their long-run stability seems assured. This 
would indicate a growing supi^y of potential mortgage money at 
cheaper cost to the savings banks, and hence the possibility of 
lower mortgage rates to borrowers. However, deposits have been 
affected by the business cycle, and in some years a sharp contraction 
in savings has reduced Uie amount of potential mortgage funds. 

The Three Main Portfolios. Table U presents aggregate assets 
of the five banks and the totals of the three noiain portfolios: mort- 
gage loans, securities, and personal loans. These three portfolios 
are also calculated as percentages of total assets in each year, and 
the resulting ratios are plotted in Chart I. In this section the chief 
emphasis is on securities, which are the main al'^ema1ive to mort- 
gage loans. The latter are briefiy compared with the other two 
portfolios, but a more detailed analysis of the volume of mortgage 
lending is deferred until later. The purpose of the statistical 
comparison of investment portfolios is to show the actual relation- 
ship between mortgage loans and other investments during the 
period studied; their relative yields and the factors influencing the 
allocation of funds will be examined below. 

Total assets exhibit the same pattern as total deposits, (dthou^ 
the aggregate amounts are of course larger. Mortgage loans grew 
to a peak of nearly $90.5 million in 1929, declined slightly through 
1931, and fell eveiy year thereafter. The securities portfolio grew 
to over $64.7 million in 1931, declined during the next two years, 
ttwn increased to over $83.8 millicm in 1940. Personal loans fluo- 

Savingi Division, Savings Deposits and Depositors in Banks and Trust 
Ciompanies in the United States (1921, 1928, 1929, 1930, 1931, 1934, 1936 
and 1937). 

3. The growth of savings deposits during the 1920’s resulted partly from 
a general shifting of deposits from the demand to the time category. Depositors 
desired the higher interest rates received on time deposits, while commercial 
banks wished to take advantage of the three per cent reserve permitted by the 
Federal Reserve System agmnst time deposits. W. H. Steiner, “Satdngs 
Banks,” £n<qrobpe^ of So^ Sciences, YoL XTII, pp. 556. 
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TABLE n 


Asbbts and Pbzncipal Investmunts in Fnm Satings Banks 
( 000 omitted) 


Yew 

Total AsMts 

MortgagM 

Seouritiea 

Personal 

Loans 

1020 


$ 51,748 

$ 35,187 

$ 12,761 

1921 


64,147 

35,086 

9,992 

1922 

105,431 

57,175 

38,486 

7,766 

1923 

114,562 

63,086 

40,946 

8,396 

1924 

121,807 

71,775 

40,851 

6,551 

1925 

129,392 

79,578 

41,263 

6,202 

1926 

135,641 


42,070 

7,010 

1927 

144,509 

86,955 

47,592 

6,844 

1928 

155,921 

89,370 

53,751 

9,806 

1929 

160,619 

90,472 

54,992 


1930 

165,144 

90,447 

60,145 


1931 

168,830 

90,269 

64,745 

8,121 

1932 

158,462 

87,934 

56,758 

3,675 

1933 

153,397 

85,401 

54,491 

2,558 

1934 1 

154,956 

81,620 

58,918 

1,877 

1935 

156,797 

78,978 

62,988 

1,681 

1936 

160,026 

77,591 

69,127 

1,246 

1937 

163,314 

76,799 

76,040 • 

767 

1938 

161,244 

75,700 

75,643 


1939 

163,510 

74,362 

78,764 

669 

1940 

165,963 

i 

73,482 1 

83,804 

572 


Source: Computed from 105 bank statements in Annual Report, Part I, 1920-40. 


tuated during the ’twenties, reached a peak in 1929, and fell 
sharply during the ’thirties. 

The relationship among alternative investments is revealed 
by computing each as a percentage of total assets (Chart 1). The 
ratio of mortgage loans to assets increased from 60.6 per cent in 
1920 to a peak of 62.2 per cent in 1926, declined to 53.5 per c^t 
in 1931, increased to 55.7 per cent in 1933, and fell to 44.3 per cent 
in 1940. In 1920 the five banks held 12.5 per cent of total assets in 
personal loans. Since then, except for an increase in 1928 and 1929, 
personal loans have shrunk in absolute and in relative terms. 
From 8.0 per cent in 1929 they declined to 0.34 per cent of assets 
in 1940. 

As Chart I shows, the securities^asMts ratio exhibits a pattern 
almost directly oppomte that of mortgages to assets. Frm 1923 
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tiirouf^ 1926, when the mortgage-asset ratio was rising, the 
securities-asset ratio feU. This suggests that as the real estate 
market created a greater demand for mortgage loans, funds were 
withdrawn (relatively, not absolutely) from the securities portfolio 
and were placed in mortgage loans. From 1927 through 1931, 
when the mortgage-asset ratio was falling, the securities-asset ratio 
increased, with only a slight drop in 1929, although even in that 
year the absolute increase in security holdings continued. During 
1932, when the mortgage ratio increased, the securities ratio fell. 
In absolute amounts, assets, mortgage loans and securities all 
declined during 1932, but the fall in mortgages was smaller than 
the decline in assets, resulting in a higher ratio. Whereas mortgages 
declined by only about $2.33 million in 1932, securities fell by nine 
million dollars. The probable explanation is that mortgage invest- 
ments are relatively inflexible in time of depression, and a bank 
must therefore sell some of its highly marketable securities in order 
to provide cash to meet withdrawals. During 1933, as assets 
declined faster than either mortgages or securities, both ratios rose. 
After 1933 the movements of mortgages and of securities have been 
diametrically opposed, both in absolute and in relative terms. 
Mortgages fell from $85.4 million, or 55.7 per cent of assets in 1933, 
to less than $73.5 million, or 44.3 per cent of assets in 1940. Securi- 
ties, on the other hand, grew from less than $54.5 million, or 35.5 
per cent of assets in 1933, to over $83.8 million, or 50.5 per cent 
of assets in 1940. At the end of the fiscal year 1938, securities 
and mortgages each accounted for 46.9 per cent of assets, and by 
1939 securities had outstripped mortgages. 

Since the funds of the five mutuals have been increasingly 
invested in securities, as mortgage loans have declined, we next 
examine the composition of the securities portfolio. Table III 
and Chart II present a breakdown of this portfolio into classes of 
security, by amoimt held in selected years and as a percentage of 
each of total assets. 

"Public funds, bonds and notes” were unclassified until 1934, 
when United States Government securities and fully guaranteed 
obligations were distinguished from “other public funds, bonds 
and notes,” the latter category including securities of states, cities 
and towns, and special districts. Of the total assets of the five 
Worcester mutuals, public securities constituted 15.4 per cent in 
1923, only 10.8 per cent in 1927, and 11.2 per cent in 1931. Since 
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TABLE ra 


SscuBmiBs PoBTFOLio, FiTB Savinob Banks, Sblbctbd Ykabb 
(In thousands of dollars) 


SeeuritiM 

1923 

1927 

1931 

1936 

1940 

Total 

40,946 

47,592 

64,745 

69,127 

83,804 

U.S. Government 1 
Other Public . . . . / 

17,677 

15,616 

18,903 

/ 36,636 

1 6,081 

54,341 

7,894 

Railroad 

17,416 

19,014 

24,827 

14,451 

8,918 

Street Railway .... 

2,518 

2,182 

1,550 

792 

255 

Telephone. 

1,861 

2,526 

3,319 

1,148 

2,107 

Utilitiee | 

604 

6,648 

11,727 


7,379 

Bank Stock 

720 

1,^9 

3,835 

2,666 

2,769 

other* ...; 

132 

319 

584 

339 

142 


* Boston Terminal Co. bonds. Securities Acquired for Debts, and Federal Land Bank 
bonds 

Source: Computed from 25 bank statements in Annual Report. Part 1, 1928, 1927, 1931 « 
1936 and 1940. 

then, these investments have grown rapidly. By 1940 public 
securities of all kinds had bcreased to 37.5 per cent of assets 
(32.7 per ceat federal, and 4.8 per cent other public securities). 
Railrcmd bonds and notes are the second largest category. From 
15.2 per cent of assets in 1923 they declined to 13.2 per c^t in 
1927, but increased to 14.7 per cent in 1931. During 'thirties 
they declined both absolutely and relatively, falling to 6.4 per cent 
of assets in 1940. Street railway bonds declined both absolutely 
and relatively during both decades. In 1923 they ccmstituted 2.2 
per cent of assets, but by 1940 they were only 0. 16 per cent. Boston 
Terminal Company bonds were alwa3rs a very small item. 

Telephone company and public utility bonds increased rapidly 
during the latter 'twenties, utilities experiencing the more raiM 
growth. During the 'thirties both suffered an absolute as well as a 
relative decrease. Telephone company bonds increased from 1.6 
per coit of assets in 1923 to 2.0 per cent in 1931. By 1936 the ratio 
had fallen to 0.7 per coit, and it remained at that levd throu^ 
1939. In 1940 these securities doubled in absolute amoimt and the 
ratio increased to 1.26 per cent. Gas, electric and water cmnpany 
bonds increased from 0.5 per cent of assets in 1923 to 6.9 per cent 
in 1931. By 1936 this ratio had fallen to 4.4 per cent, and by 1939 
it was only 2.9 per cent A substantial absolute increase raised 
this ratio to 4.4 per ooit in 1940. Investment of the Worcester 
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mutuals in bank and trust company stocks increased both relatively 
and absolutdy during the ’twenties, but decreased during the 
’thirtiea In 1923 they constituted 0.6 per cent of assets; in 1931, 
2.3 per cent. By 1936 the ratio had fallen to 1.7 per cent, and it 
remained at this level in 1940. In the Worcester banks (and in all 
Massachusetts mutuals), miscellaneous items such as bankers’ 
acceptances, federal land bank stocks, and securities acquired for 
indebtedness comprised a negli^ble portion of total security 
holdings and of total assets.* 

Assets other than the three investment portfolios discussed 
above have usually been small. Massachusetts mutuals have 
always got along with a relatively small amount of available cash, 
some of it held in the Mutual Savings Central Fund and earning 
interest, but most of it deposited in other banks and not on interest. 
From 1920 throu^ 1931 cash and cash items averaged around 
1.7 per cent of total assets. In 1932 and 1933 the necessity for 
keeping in a liquid position raised this ratio to 2.51 per cent and 
2.38 per cent, respectively. In 1938 the state-wide ratio of cash 

4. In all mutuals in the State, the experience described in this section 
was rouj?hly similar. The mortfjaKe-asset ratio rose from 43.9 per cent in 1920 
to a peak of 54.3 per cent in 1926, remained fairly stable at slightly over 53 
per cent through 1933, and thereafter declined to 40 per cent in 1940. (It will 
be noted that mortgage loaas in the five Worcester mutuals have constituted a 
larger proportion of assets than in all mutuals in Massachusetts.) From almost 
10 per cent in 1923, the personal loan-asset ratio declined during the decade, 
while the mortgage portfolio was expanding. In 1929 the ratio increased, 
temporarily, to 9.7 per cent. By 1940 it had declined to 0.89 per cent. (The 
Worcester banks have usually held a smaller proportion of assets in personal 
loans than have all the mutuals in the State.) In 1924 the state- wide securities- 
assot ratio was 36.3 percent; in 1929 it was 34.3 per cent. It increased to 38.7 
per cent in 1934, 47.5 per cent in 1939, and 48.4 per cent in 1940. 

The decline in government security holdings during the 'twenties and 
the great increase during the 'thirties took place throughout the State. In 
1923, 20 per cent of assets were held in these securities, but by 1930 the ratio 
had fallen to 11.1 per cent. The ratio had increased to 17 per cent by 1934 and 
to 33.1 per cent by 1940 (29.1 per cent federal and 4.0 per cent other public 
securities). Railroad and street railway bonds declined during the two decades. 
In 1925 railroad bonds were 12.9 per cent and street railway bonds were 2.1 
per cent of assets. By 1940 these investments had fallen to 7.8 per cent and 
0.3 per cent of assets, respectively. Boston Terminal Company bonds were 
insignificant, as was the case in the Worcester mutuals. Throughout the State, 
telephone and public utility company bonds both enjoyed an increase to about 
1933, the latter growing more rapidly than the former. After 1933 these 
inve^ments declined relative to total assets. Finally, in all Massachusetts 
mutuals, holdings of bank stocks fluctuated during the early years of the 
1920'8, but in general they increased from 1.07 per cent of assets in 1920 to 
2.14 per cent in 1940. Annual Report(8), Part I, 1920-40. 
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to assets was 2.75 po* cent; by 1940 it had increased to 4.07 per 
cent. Real estate for banking purposes, furniture and fixtures, 
and sundry assets together constituted only 1.07 per cent of total 
assets of Massachusetts mutuals in 1940. The remaining asset 
item is real estate held by foreclosure, \duch was a fraction of one 
per cent of assets during the ’twenties, increased to some 8 per 
cent during the depression years, and was reduced to about 6 per 
cent by 1940. These ratios were roughly the same for the five 
Worcester banks.* 

In summary, from 1923 through 1926 the banks directed a 
growing proportion of their funds into mortgages. Part of these 
funds came from a proportionate reduction of investment in public 
securities, railroad bonds and notes, and street railway bonds. 
As the demand for mortgage money began to decline, the banks 
invested a larger portion of their funds in securities, the legal list 
of securities having been broadened to create new investment 
outlets (see below, p. 254). During the latter 1920’s this took the 
form of increased holdings of public utility and telephone company 
bonds, which together absorbed almost 10 per cent of total assets 
by 1931. During the depreseion these securities suffered in yie\d, 
and eveiy type of security except governments declmed in absolute 
amount and as a percentage of assets from 1931 to 1939. The small 
increases in public utility bonds, telephone company bonds and 
bank stocks during 1940 were insufficient by themselves to absorb 
the growing deposits and the funds released from the partial 
liquidation of other securities. Thus, during the 1930’s, the 
growing funds which could not find an outlet in the mortgage 
market were invested in the greatly expanded federal debt. 

Mortgage loans have a Id^er yield than almost any other 
bank investment (see Section IV, below). It is therefore reasonable 
to assume that funds will be placed in mortgages, if possible. This 
was the case to a large extent. The growing mortgage-asset ratio 
up to 1926 and the falling ratio after 1926 coincide with the rise 
and fall of the real estate cycle, and hence the allocation of funds 
between mortgages and other investments seems to depend in 
great measure on the demand for mortgage credit. Whenever the 
demand for mortgage loans has declined, the securities portfolio 
has expanded. A certain portion of bank funds shotM be invested 
in securities, in order to maintain shiftability; but certainly the 

5. Annual Report(s), Part 1, 1020-40; and Annual Report, 1040, p. xi. 
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need for maintaining shiftability does not require the investment 
of over half the to^ assets in securities, especially low-yielding 
government securities, as these banks have done. However, funds 
so invested do earn something, and the heavy portfolio of govern- 
ment securities can easily be liquidated, if and when the demand 
for mortgage loans should increase. The inverse relationship of 
the mortgage and the securities portfolios, and the close relationship 
of the mortgage portfolio to the real estate cycle, suggest that the 
expansion and contraction of the securities portfolio is not a cause 
but a consequence of the changes in mortgage-lending volume. 
The allocation of investment funds is not due solely to changes in 
demand for mortgages, however. As pointed out below, various 
le^ and economic factors condition mortgage loans and alternative 
investments. 

The Volume of Mortgage Lending. The number and value of 
(new and refinanced) real estate loans made annually, and the 
total loans held by each bank were first derived from the annual 
reports published in the bank commissioner’s reports, and were 


VALXm NXTMBBB 

(milUoiifl) (hundreds) 



CHART in 
N»w Loans Annually 
(Indudes Refinancing) 


246 


QUARTERLY JOURNAL OF ECONOMICS 



CHART rV 
Loans Hbsu> 


then combined by the writer into aggregates for the five banks- ‘ 
Table IV and Charts III and IV summarize the results. 

The number of mortgage loans held in the combined portfolio 
of the five banks (Chart IV) grew steadily to a peak in 1931, then 
fell and reached a trough in 1936, and finally increased slightly 
by 1940. These figures are for the niunber of loans held at the end 
of October of each year. A more significant series is the number of 
new or refinanced loans made during each fiscal year. This shows 
fluctuations in mortgage lending more clearly, because even a large 
mcrease in new loans may represent but a small increase in the 
total number of loans held in the portfolio. Except for a sharp 
drop in 1921 and 1938, Chart III shows a rise in the number of 
loans made from 1920 to a peak in 1924, a decline from 1925 to a 
trough in 1933, and a rise thereafter. Although the rate of new 
lending fell off after 1925, the net addition to the mortgage port- 
folio continued throu^ 1931 ; and whereas the rate of new lending 
increased from 1934 throu^ 1937, the decrease in total number 
of loans held (which b^an in 1932) continued through 1936. The 
obvious explanation of this phenomencm is that from 1925 through 
1931 the number of new loans made annually exceeded the number 
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of discharges, while from 1932 throu^ 1936 the number of dis- 
charges was greater than the volume of new loans made annually. 
The number of new loans made conforms to the real estate and 
building cyde, while the number of mortgages held bears a closer 
resemblance to the general business cycle. 

With one exception, the value of loans made annually moved 
in the same direction as the number of loans made (see Chart ni). 
The exception was in 1931, when the value of loans made was 
$852,700 greater than in the previous year, while the number of 
loans made was 70 less than in the previous year. A greater average 
size of new loans, or the voluntary or involuntary extinction of 

TABLE IV 


Mobtoaoe-Lendino Data, Five Savings Banks 
(Value in thousands of dollars) 



New Loana Annually* 

Loana Held 

Tear 

Ntunber 

Value 

Number 

Valuet 

Annual 

Change 

1920 ... 

1,665 

110,769 

10.921 

$ 61,748 


1921 .. . 

818 

4,261 

11,300 

54,147 

$ 2,399 

1922 ... 

1,089 

6,406 

11,674 

67,175 

3,027 

1923 ... 

1,660 

12,082 

12,210 


5,911 

1924 . . . 

2,028 

15,882 

13,027 

71,775 

8,689 

1926 ... 

1,959 

14,638 

13,715 

79,578 

7,803 

1926 ... 

1,618 

12,060 

14,449 

84,340 

4,762 

1927 . . . 

1,215 

7,769 

14,862 

86,965 

2,614 

1928 ... 

1,121 

5,727 

15,102 

89,370 

2,415 

1929 . . . 

805 

4,617 

15,239 

90,472 

1,102 

1930 . . . 

587 

2,319 

15,282 

90,447 

- 24 

1931 .. . 

517 

3,171 

15,325 

90,269 

- 178 

1932 . . . 

274 

1,076 

15,158 

87,934 

- 2,336 

1933 . . . 

197 

819 

14,831 

85,401 

- 2,532 

1934 ... 

254 

1,680 

14,129 

81,620 

- 3,782 

1935 .. . 

374 

2,611 

13,678 

78,978 

- 2,642 

1936 . . . 

521 

3,169 

13,509 

77,591 

- 1,387 

1937 .. . 

618 

3,944 

13,598 

76,799 

- 793 

1938 ... 

418 

2,361 

13,531 

75,700 

- 1,099 

1939 ... 

527 

3,193 

13,504 

74,362 

- 1,338 

1940 ... 

719 

4,657 

13,612 

73,482 

- 880 


* Including refinancing. 

t Excluding amounts due to mortgagora. ^ ^ • 

eouroe: Ccmputed from 105 bank etatements in Annual Report, Part 1, 1020-40. 
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many small loans, may account for the above eitxiation. In the 
case of loans held (Chart IV), there are a few slight discrepancies 
in directicm of movement between the number and the value data. 
Although the number of loans hdd increased somewhat in 1930, 
1931, 1937 and 1940, the value of loans held declined sli^Uy in 
each of those years. In all other years the number and value data 
exhibit the same pattern.* 

In summary, the mortgage portfolio of the five banks was 
considerably expanded during the real estate boom of the ’twenties, 
reached a peak in 1929, and was maintained at a fairly stable levd 
tiirough 1931. Since then it has shrunk, measured by the amount 
of mortgages held each year. The number and value of (new and 
refinanced) loans written each year has been increasing since 1934, 
however, and it is possible that at the start of the war the mutuals 
were at the turning point and were beginning another expansion 
of their mortgage portfolio. Measured by volume of new loans 
made, the lending pattern coincides with the real estate cycle 
rather than the general business cycle. There is also evidence of a 
sharp secular decline, both in number and value, since 1924. The 
number of loans made (or refinanced) during 1939 was only 26.0 
per cent of the number made in the peak year 1924. Thisjratio 
increased to 35.5 per cent in 1940. The dollar value of loans made 
durii^ 1939 was only 20.1 per cent of the amount made during 
1924, but this ratio increased to 29.3 per cent in 1940. To a great 
extent this decline follows the real estate cycle, but this is not a 
complete explanation, for there was a rise in real ratate activity 
during the latter 1930’8.^ 

Factors Influencing the Allocation of Funds. The allocation of 
investment funds and the volume of mortgage lending, analyzed 

6. The mortgage*lending experience of all mutuals in the State was 
roughly similar to that of Worcester's banks, but with the following variations: 
in number of loans held, a low point was reached in 1037 rather <£an in 1936; 
the annual number of loans made declined only slightly in 1021, reached a 
trough in 1034 rather than m 1033, and showed no decline in 1038. Aimual 
Reportfs), Part 1, 1920-40. In dollar amount, the annual increase or decrease 
in the state-wide mortgage portfolio also differed somewhat from Worcester’s 
banks. Annual Report, Part 1, 1940, p. xxiv. 

7. For the nation as a whole, the only significant shift in the proportionate 
amount of mortgage business (loans made annually on one- to four-family 
houses) between the late 'twenties and the late 'thirties was a decline by t^ 
mutual savings banks from 14 per cent in 1926-29 to 4 per cent of the total in 
1937-40. Miles L. Colean, American Housing, op. cit., pp. 262-268. 
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above, teQ little coQoenuiig the forces which affect the supply of 
available mortgage money. These conditicming factors acting upon 
the primary supply factor (the supply of savings) may be classified 
as legal restrictions and economic factors affecting investment 
policy. We shall discuss them in this order. 

Legal restrictione on mortgage investment. The chief legal 
restrictions on mortgage investment concern the ratio of the total 
mortgage portfolio to the total deposits of the lending institution, 
and the ratio of each loan to the appraised value of the property. 
Since 1876 the mutuals of Massachusetts have been permitted to 
invest not more than 70 per cent of total deposits in first mortgage 
loans.* After 1908 the same restriction applied to trust company 
savinp departments.' Therefore, in the period 1920-40, the statu- 
tory limit to the mortgage funds available from mutuals and trust 
company savinp departments (exclusive of selling or borrowing 
upon mortgage paper) was 70 per cent of total deposits. Through- 
out most of this period, however, the actual ratios were below the 
legal maximum, as Table V and Chart V show. 

The mortgage-deposit ratio in the five mutiials rose to 69.6 
per cent in 1926, fell to 60 per cent in 1931, rose slightly in 1932 
and 1933, and then fell to 50.1 per cent in 1940. From about 1924 
to 1929 there was evidently a strong pressure of demand upon the 
leplly available supply of mortgage funds, the ratio being over 
63 per cent in each of those years. As the statutory limit was 
approached in 1926, the banks probably began to discourage some 
borrowers and to ration their fimds among the better credit risks. 
At the same time a greater proportion of funds was directed into 
securities. In most years since 1920 there were only one or two 
trust company savinp departments in Worcester. In view of their 
high mortality, too much weight should not be placed upon their 
ratios. Certain significant facts are nevertheless apparent. From 
1923 through 1932 the ratio remained over 54 per cent (with a 
peak of 67 per cent in 1926), indicating the pressure of demand for 
real estate loans. The sharp drop in 1934 was caused by the 

8. This legal ratio had previously been 75 per cent. In Rhode Island the 
legal ratio is also 70 per cent of deposits; in Maine, 60 per cent; New Hamp- 
dure, 75 per cent; and New Jersey, 80 per cent. Connecticut's mutuals may 
lend up to 70 per cent of deposits and surplus; Minnesota, 70 per cent of tot^ 
assets; mid Vermont, 80 per cent of total assets. American Institute of Banking, 
Home Mortgage Lending, p. 66. 

0. Commonwealth of Massachusetts, Acts of 1008, Chi^ 620. 
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TABLE V 


MoKnuoa>DiiPosiT ob Mobtoagb-Asset Katio, Bbuktcbd iNBTmmom 


Year 

MutualB* 

Trust C( 

Savings Dept.* 

cmpanies 

Other Dept.f 

CoOps. and 

F. S. and L. A.t 

Credit 

Unionsf 

1920 .. . 

55.1% 

27.9% 

7.6% 

91.0% 

• • • • 

1921 .. . 

58.5 

32.0 

8.9 

92.6 

.... 

1922... 

59.9 

34.4# 

8.1 

89.8 

• . • • 

1923 .. . 

61.0 

59.9 

10.3 1 

90.6 

.... 

1924 . . . 

65.5 

63.2 

11.0 

87.0 

0.2% 

1925 . . . 

68.5 

61.4 

11.8 

92.9 i 

6.4 

1926... 

69.5 

67.0 

12.2 

94.7 

52.0 

1927... 

67.3 

66.4 

12.1 

91.4 

57.0 

1928 . 

64.0 

61.8 

13.0 

92.4 

480 

1929 . . . 

63.4 

56.5 

12.9 

93.3 

41.2 

1930... 

61.7 

58.3 

11.2 

90.6 

46.9 

1931 .. . 

60.0 

54.3 

10.9 

89.1 

47.1 

1932 . . . 

62.4 

56.7 

11.4 

86.2 

47.1 

1933 . . . 

62.5 

48.7 

14.9 

81.4 

46.4 

1934... 

58.9 

6.7 

8.7 

75.5 

35.0 

1935 . . . 

56.2 

10.1 

6.6 

69.6 

24.4 

1936 . . . 

54.2 

10.8 

5.4 

72.3 

22.8 

1937 .. . 

52.8 

12.4 

4.6 

t 

^19.4 

1938... 

53.0 

15,1 

4.0 

t 

19.9 

1939 . . . 

51.5 

17.7 

3.3 

90.3 

28.6 

1940... 

50.1 

22.1 

2.7 

91.3 

29.1 


* Mortcage-deposit ratio, 
t Mortgage^asset ratio. 

X No data. 

Source: Computed from 334 bank statements in Annual Report, Parta I and II, 1920-*40; 
Part III. 1920-36; Part IV, 1924-40; and Annual Statement of the Worcester Cooperative 
Federal Savinica and Ixian Association, December 31, 1940. 


establishment of a large savings department in a newly reorganized 
trust company which, however, had only a very su^l mortgage 
portfolio. Since 1934 the low (though rising) ratio in the trust 
company savinp departments, and the falling ratio in the mutuals, 
seem to indicate that other factors than legal restrictions (lack 
of demand, competition of other lending agencies, etc.) have 
reduced the proportion of deposits invested in mortgages by these 
banks. Thus we consider briefly those institutions whose mortgage 
portfolios were not restricted by law. 

Codperative banks in Massachusetts were derigned to encour> 
age home ownership as well as thrift; their fimds have traditionally 
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been invested almost entirdy in mort^iges. Neverthdess, the 
mortgag&asset ratio has fluctuated. It was over 90 per cait during 
most of the ’twenties (94.7 per cent in 1926), then fell to 69.6 per 
cent in 1935. After federalization and cimsolidation of the four 
cooperative banks into one savings and loan assoriation in 1937, 
the ratio rose rapidly, reaching 91.3 per cent in 1940. A rou^ly 
similar pattern is found in trust companies and credit unions. 
Although trust officers enjoy wide discretion m investing funds of 
the commercial and trust departments, such funds are typically 
not invested in real estate loans. The mortgage-asset ratio rose 
slowly to 1928, then fell (except in 1932 fmd 1933) to 2.66 per cent 
in 1940. Finally, in those creffit unions which held mortg^s, the 
ratio of the latter to their assets reached 57 per cent in 1927, fell 
to 1929, remained over 46 per cent from 1930 tjjou^ 1933, 
declined to 19.4 per cent in 1937 and rose to 29.1 per cent in 1940. 
In brief, all lending institutions examined exhibit a roughly similar 
mortgage investment pattern, whether limited by law or not. 

It therefore appears that the legal restriction was not the sole 
— or even the main — factor which prevented the mortgage- 
deposit ratio in mutuals and in trust company savings departments 
from exceeding 70 per cent in the early ’twenties and brought about 
a reduction in that ratio after 1926.* Probably the chief factor in 
the allocation of savings bank fimds into mortgages and other 
channels is the demand for mortgage loans, which, as indicated by 
the real estate cycle, has corresponded fairly closely to the volume 
of mortgage lending. When the demand is so great as to raise the 
mortgage-deposit ratio close to the legal maximum, the statutory 

1. Althoug^h the statutory limit on mortgage investment was not reached 
in most years, it nevertheless exerts some influence on investment policy 
before that point. During a depression, deposits usually shrink faster than the 
mortgage portfolio can be reduced, since mortgage loans are long-term con- 
tracts and considerations of “goodwill” and the need of some borrowers to 
renew or extend matured loans makes difficult a sudden shrinkage in such 
loans. Under such conditions the mortgage-deposit ratio rises, as it did in the 
mutuals in 1932, 1933 and 1938, and in trust company savings departments 
in 1930 and 1932. Should a bank be loaned up to the statutory limit of 70 per 
cent, a contraction of debits might cause a higher, and illegal, ratio. Hence 
the necessity for a “cushion” of i^out 10 or 16 per cent makes the “normal" 
ratio of mortgages to deposits about 55 or 60 per cent. The legal restriction 
on mortgage investment therefore affects the mortgage portfolio directly 
through the 70 per cwt maximum ratio, and also indirectiy 1^ influencing 
sound investment policy to take into oonaidoration cyeBakl in the 

volume of deposits. 
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restriction begbs to operate; in times of slack demand the legal 
restriction has little or no effect.* 

Another legal restriction is the maximum debt-value ratio (hi 
individual loans. Until 1935 mutual savings banks could lend only 
60 per cent of the appraised value of the property on a first mort- 
gage. This ratio has since been raised to 80 per cent, and on 
properties valued under $6,000 it may be 90 per cent on FHA 
insured loans (100 per cent on some G. I. loans). In other types 
of lading institutions there has been a similar trend toward hi^er 
debt-value ratios. With a given demand for housing, and a given 
niunber of mortgage loans to finance home ownership and residen- 
tial construction, a bank will be in a position to invest more funds 
in mortgages, the larger the amount it may lend on each loan. The 
60 per cent limitation operated as a legal restriction on the mortgage 
portfolio during the real estate boom of the ’twenties, when bor- 
rowers desired larger loans and wished to invest asmaller proporticm 
of their own cash. The higher ratios now permissible increase the 
supply of mortgage fimds legally available. More important, it 
increases the demand for first mortgage loans, but decreases the 
demand for junior financing. Finally, the higher debt-value ratios 
prevailing in the past ten years have influenced bankers to scru- 
tiny bUe credit standing of borrowers more carefully, and to place 
less reliance on a conservative debt-value ratio as a protection to 
the lending institution. 

Factors infivencmg alternative investments. Other things equal, 
investment in mortgages will be restricted when attractive alter- 
native investment channels exist, and will be expanded when legal 
or economic factors narrow the fidd of investment in other than 
mortgage loans. For mutual savinj^ banks in Massachusetts, the 
element of safety is achieved both by legal restrictions and by 
investment traditions. Investment is limited to specified types of 
securities, and a limit is placed on the proportion of funds which 
may be invested in any single class of securities. No single loan 
or investment may exceed five per cent of the bank’s deposits and 
income. 

In 1908 investments in telephone company bonds were legal- 
ised for mutuals, but for many years the banks could invest only 
in the bonds of a Massachusetts corporation (the American Tele- 

2. The demand for mortgage loans is too complex to be treated sum- 
marily here. It is the subject of a forthcoming article by the writer. 
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phoae and Tel^raph Company). The provisions of this law were 
broadened in 1925 and 1928. When public utilily bonds were first 
legalized in 1919, the mutuals were resbicted to Massachusetts 
companies. In 1926 this provision was broadened to include 
companies outade the State. This broadening of the field of invest* 
ment gave new outlets to many savings banks, then approaching 
the 70 per cent limit on mortgage loans. As a result, public utility 
bondhddings in savings banks increased from 1926 to 1933, both 
in the State and in Worcester (see Table III, above). The statutory 
restriction of public utility investments to 15 per cent and of 
telephone company bonds to five per cent of deposits has probably 
been an element of safety, and has prevented an undue limitation 
upon the mortgage portfolio in those years when the high yield of 
such bonds made them appear relatively attractive. Their declining 
yield during the depression reduced their ability to compete with 
mortgages in the allocation of funds. 

Investment in public securities, divided into three classes, 
has been permitted in the mutuals for many years. The increase 
in the federal debt during the 1930’s, concomitant with the 
decline in mortgage demand, has given federal securities a dominant 
place m the portfolios of savings banks, despite their low yield. 
Their high marketability facilitates their rapid liquidation in the 
event of an increased demand for mortgage loans. State and 
municipal bonds have not grown so rapidly as federals, and have 
even declined in recent years in the portfolios of some banks. Like 
the federals, they may serve as an outlet for funds which cannot 
be more prc^tably invested, but do not constitute a limitation 
upon mortgage lending. 

Railroad bonds and notes were for many years a favorite bank 
investment, and during the ’twenties their bigh yield may have 
exerted some restriction on mortgage investments, as the large 
holdings of railroad bonds in certain years indicates (see Table III, 
above). Street railway bonds have been declining for several years, 
and it is unlikely that they will ever be an important investment in 
the future. Since about 1930, neither railroad nor street railway 
bonds offered any competition with mortgage loans in the allocation 
of bank funds. Since 1834, savings banks have been permitted to 
invest in bank stocks. During the Civil War these stocks were 
especially prc^table, but their popularity has declined, and sinoe 
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1908 they have rarely comprised as much as two per cent of 
bank assets. 

Next to securities, personal loans are the lai^est potential 
competitor with mortgages for investment funds. Since 1834, 
Massachusetts savings banks have been permitted to lend on 
three-name paper (one principal and two surety promissors). No 
distinction is made between collateral and indorsed loans, but the 
sum of these may not exceed one-third of deposits and income. 
Not more than one per cent of deposits may be lent to a single 
individual or corporation. Once very popular, personal loans have 
declined in the mutuals, especially since 1920. They rose tempo- 
rarily in 1928 and 1929 under the influence of generally hi^ money 
rates, but have declined sharply since that time, imtil by 1940 
they constituted a neglipble proportion of total assets. Personal 
loans are inferior to mortgage loans: their yield has (with the 
exception of a few years) been consistently lower, and the ratio of 
loss has been greater than on mortgage loans. The chief reason 
for their decline after 1929, however, has been the expense of 
handling them. After 1928, the number of such loans increased, 
while their average size decreased, necessitating greater clerical 
labor. They are now regarded more as a service than as a source 
of profit. Since about 1930, personal loans have not been a serious 
competitor of mortgage loans. The dominant investment is now 
the securities portfolio.* 

The Massachusetts law contains no provision as to the amount 
of avaUable cash and cash items to be held by savings banks; it 
simply limits the amount held on deposit in correspondent banks. 
The lack of a statutory cash reserve and the ability of mutuals to 
get along with very little cash (see above), makes available almost 
the entire amount of assets for income-yielding investments, 
including mortgage loans. 

Knally, the mortgage portfolio is affected by the investment 
qualities of the mortgage itself. Mortgage loans are hi^ in yidd, 

8. In trust companies it was otherwise, however. During the early 
'twenties personal loans absorbed about half the assets of local trust company 
savings departments, and overshadowed the mortgage portfolio. But personal 
loans have declined in trust companies, and although in 1940 they constituted 
a larger proportion of total assets than was the case in the mutuals, they no 
longer can be considered a major limitation on mortgage investment. C^it 
unions invest the bulk of their funds in personal loans to members, and only 
in these institutions do personal loans substantially restrict the amoimt of 
funds available for mortgages — in this case, junior mortgages. 
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but suffer in liquidity and durability. Since the ereatacm of the 
Mutual Savings Central Fund in 1932, mutuals in Massachusetts 
have been able to discount their mortgage loans and thus maintain 
shiftability in the face of adverse real estate conditions. Moreover, 
FELA. insurance now increases the marketability of mortgage paper, 
and amortization facilitates the spacing of mortgage maturities. 
During most of the period covered in this study, however, mortgage 
insurance was unknown, and amortizaticm was rare. The discount 
and borrowing fadlities of various govenunent agendes were 
instituted only during the past decade. Bonds can still be spaced 
as to maturity much more readily than the amortized mortgage, 
and the old straight-term, rmamortized loan was completdy illiquid. 
The utter lack of liquidity or shiftability of mortgage investments 
during the ’twenties, and the relative weakness of mortgages in 
this respect even today, has drcumscribed the amount of mortgage 
investment. It has undoubtedly influenced the statutory limitation 
on mortgage lending, and has also necessitated the investment of 
a portion of bank assets in highly marketable securities. (Until 
recently it has also kept commercial banks from investing freely 
in mortgages.) Were mortgage loans safer, more liquid and more 
shiftable, both the banks and the regulating offidals would have 
been willing to invest a larger proportion of total funds in them, 
0 var an adequate demand. In earlier years, and even today, 
mortgages alone did not meet all the requirements of sound invest- 
ment policy, and the need for maintaining safety, liquidity, 
[^iftability and yield led to diversification of investments, with 
alternative portfolios sometimes competing for funds against the 
mortgage portfolio. 

III. Mobtoags Intbrest Rates 

From the annual reports of the bank commissioner an anidysiB 
was made of average rates, modal rates, highest rates and lowest 
rates on mortgages held in the five banks annually from 1920 
through 1940. These are contract rates and do not show either the 
total cost of the loan to the borrower or the net return to the banks, 
but they do show the long-term trend. Table VI presents average 
rates, weighted according to the amount of mortgage loans held at 
each rate in each bank. Chart VI shows the proportion of total 
loans held at, above, and below the modal rate. 

Average rates ediibit a marked difference in the two decades. 
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Hovering around 6.94 per cent throu^out the ’twenties, the rate 
dropped abruptly to 5.49 per cent in 1931, after which it continued 
to fall gradually to 4.86 per cent in 1940. From 1920 throu^ 1930 
some 90 per cent of all loans paid 6 per cent. From 1931 through 
1940 the most typical rate was 5.5 per cent. The proportion of 
total loans bearing this rate declined from 80 per cent in 1931 to 
49 per cent in 1940, however, indicating the general decline in rates. 


TABLE VI 

AvaBAOB Imtkbxbt Rates on Mobtoaoes Heu> in Five Satinos Banks 


1020 

6.92% 

R 

5.94% 

1934 

6.19% 

1921 

5.92 


5.94 

1935 

5.08 

1922 

5.94 

1929 

5.95 

1936 

5.02 

1923 

5.95 

1930 

5.94 

1937 

5.02 

1924 

5.95 

1931 

5.49 

1938 

4.96 

1925 

5.94 

1932 

5.38 

1939 

4.91 

1926 

5.94 

1933 

5.37 

1940 

4.86 


Source Weighted averages computed from 105 bank statements in Annual Report 
Part I, 1920-40 


Except in 1931, when most rates were reduced, the highest 
rate was never more than 0,5 per cent above the modal rate, and 
only a small proportion of mortgages paid interest at more than 
the modal rate. The lowest rate, on the contrary, has fluctuated 
considerably in response to changed economic conditions. During 
the short but severe depression of 1921, a few loans were held at 
3 per cent. From 1922 through 1930 the five banks held no loans 
at less than 5 per cent. In 1931 some loans were held at 3 per cent; 
in 1932 the lowest rate fell to one per cent; and from 1936 through 
1940 some loans were held at 0.26 per cent. There were undoubtedly 
some loans which paid no interest in those years, but the bank 
commissioner’s reports lack data on this point. The projwrtion 
of total mortgages paying interest at less than the modal rate 
lemained about 10 per cent during the ’twenties. Defaults during 
the depression years and the general reduction of most rates during 
the ’thirties increased this proportion to 50.1 per cent in 1940. In 
that year almost half the total loans, by value, were paying 6.6 per 
cent; almost 28 per cent of the loans were paying 6 per c^t; and 
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CHART VI 

Pia Cent of Mobtgachbs Hjbu> At. Above, and Below Modal Rate 
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over 22 per cent of the total were paying less than 6 per cent 
interest.* 

The most significant fact revealed by this analyas is the 
stability or rigidity of savings bank mortgage rates. During the 
twenty-one year period, the modal rate changed but 0.5 per cent, 
and the average rate varied only 1.09 per cent. This stability is 
due, in part, to the long-term nature of the mortgage contract. A 
loan made at a certain rate will continue to pay that rate years 
afterward, even though the underlying conditions of supply or 
demand are changed. Moreover, a greater variation would probably 
be found in rates on new loans made each year. The variation in 
rates on new lending is partly obliterated in an average rate and 
especially in a modal rate based on all loans held, since new loans 
in most years constitute but a small proportion of total loans. 
Nevertheless, the rates do show remarkable stability over many 
years. This stability suggests the influence of ^‘custom,” fear of 
^^spoiling the market/^ and other factors of market imperfection, 
rather than a 8ensiti\nty to the forces of supply and demand.* 
When the small variations in rates are compared with the consider- 
able fluctuations in the supply of and demand for mortgage funds 
as reflected in the changes in volume of mortgage lending (see 
Section II above, especially Table IV), little relation can be seen 
between the price of mortgage loans and the underlying market 
forces. 

Another explanation of the stability of rates may be that the 
supply rather than the price of mortgage funds is the cliief variable 
factor. With a rate more or less stable, an increase in demand may 
call forth a larger supply of funds from alternative investment 

4. An analysis of the 13,612 loans held by the five banks in 1940 revealed 
that only 0.14 per cent of all mortgages, by value, were paying 6 per cent 
interest; 49.75 per cent of the loans bore a 5.5 per cent rate; and about half 
the loans bore a rate of 5 per cent or less. Twenty per cent of all loans bore a 
rate of 4 per cent or less; 11.4 per cent carried a rate of 3 per cent or less; 
3.2 per cent bore a rate of 2 per cent or less ; and 1 per cent of all loans, by value, 
paid a rate of 1 per cent or less. Computed by the writer from data in Annual 
Report, Part I, 1940. The extremely low rates are ‘‘distress rates” on mort- 
gages technically in default but still held in the portfolio. They represent an 
^ justment on the part of the banks to ease the burden on borrowers in distress, 
in the hope of tiding them over until they can pay the current market rate of 
interest. Such an adjustment is often considered temporary, and preferable 
to foreclosure. 

5. See my article, “Imperfect Competition in the Mortgage Market,” 
Southern Economic Journal, VoL X, April 1944, pp. 275-291. 
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outlets, without requiring an increase in the rate. This is so because 
mortgage yields have nearly always been conaderably more attrac- 
tive than yields on alternative investmaits (see Section IV, below). 
Conversely, when mortgage demand shrinks, funds are channeled 
into alternative investments (chiefly government securities in 
recent years), without any significant drop in the mortgage rate. 
This relative stability of rates in times of depresaon or of stagnant 
real estate activity may be due to fear of “spoiling the market” in 
the future, when demand picks up, or it may be due to realization, 
on the part of lenders, that in times of depression and slack housing 
demand the demand for funds is not sufficiently elastic to be 
stimulated by a drop in financing costs alone. Recovery in the 
demand for housing, and therefore in the derived demand for mort- 
gage loans, usually awaits other factors in addition to favorable 
interest rates, such as low construction costs, low materials and 
labor costs, riong rentals, and reduced vacancy ratios. 

In times of distressed economic ccmditions, moreover, the 
discriminatory price policies of some lenders permit greater 
stability of the rate structure than would otherwise be the case. 
Under a one-price policy, a bank might have to reduce rates on 
all mortgagee in order to save some of them from outri^t default, 
or it would have to maintain the one rate at its original level and 
foreclose promptly on all defaulted loans. Under a discriminatory 
price policy, on the other hand, rates may be considerably reduced 
on some loans in order to nurse them through a depression without 
resorting to foreclosure, and at the same time the rates on sound 
loans may continue with little or no adjustment. This was demon- 
strated above. If all loans bore the same interest rate, sound 
loans as well as weak ones would have to be readjusted in order 
to save a few weak loans from outright default and foreclosure.* 
An alternative policy, serving the same end, is to refinance weak 
loans at the usual interest rate, but for a longer period of years, 
so as to reduce the monthly payment. 

6. Consider, as an analogy, the effect on the railroad rate structure, if 
the price of wheat should decline draetically and, b order to mabtab this 
portion of the traffic, rates on all commodities were lowered. With a discrimina- 
tory rate policy, such a sacrifice on all busbess is not necessary, and the vari- 
ation of rates on part of the busbess permits greater stabifity of the rate 
structure as a whole. (This analogy disregards the influence of fixed costs.) 
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IV. CinCPABlBON WITH YiXLDS ON OtHBB InVBBTMBNTS 
Table VII and Chart VII compare mortgage rates with rates 
OQ personal loans and srields on securities owned. In each case 
the average rate (published in the aimual report of the bank 
commissianer) was weighted by the writer according to the amoimt 
of investment of each type in each bank. The average dividend 
rate is also included for comparison with the yields on loans and 
investments. 

Throughout the two decades the mortgage rate was substan- 
tially above the securities yield. It also exceeded the rate on 
person^ loans, except in 1920, 1921 and 1929. The falling yield 
on personal loans to 1927 probably gave the banks added motive 
for investing in mortgages during the real estate boom. Improving 
security yields toward the end of the ’twenties offered a good 

TABLE VII 


Yobldb on Loans and Inyxsthents Coupabxd wna Ditidknd Bats, 
Fite Sayings Banks 


Yewr 

Mortgages 

Personal Loans 

Securities 

Dividends 

1920 

6.92% 

7.24% 

4.38% 

4.60% 

1921 

5.92 

6.68 

4.48 

4.50 

1922 

5.94 

5.10 

4.53 

4.50 

1923 

5.95 

5.28 

4.56 

4.50 

1924 

5.94 

5.00 

4.59 

4.50 

1925 

5.94 

4.75 

4.57 

4.50 

1926 

5.94 

4.88 

4.62 

4.50 

1927 

5.94 

4.75 

4.66 

4.50 

1928 

5.94 

5.71 

4.67 

4.50 

1929 

5.95 

6.54 

4.73 

4.58 

1930 

5.94 

4.62 

4.69 

5.00 

1931 

5.49 

4.45 

4.61 

4.75 

1932 

5.38 

5.24 

4.56 

4.05 

1933 

5.37 

5.02 

4.46 

3.80 

1934 

5.19 

5.14 

4.25 

3.25 

1935 

5.08 

4.97 

3.93 

3.00 

1936 

5.02 

4.85 

3.47 

2.75 

1937 

5.02 

4.57 

3.24 

2.50 

1938 

4.98 

4.58 

3.18 

2.50 

1939 

4.91 

4.47 

3.07 j 

2.50 

1940 

4.86 

4.44 

i 

3.02 

2.36 


Souree: Wdghtod ftvorasae ooi&inited ttom 105 bftnk ttotements in Anaiutl BcqiKMrt, 
PMTt 1 , 1030-4K)a 
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investment outlet to banks which had reached the statutory limit 
of ixiortgage investment. As the demand for mortgage loans 
d^Kfined during the ^thirties, a growing proportion of funds was 
plAoed in government securities. Chart VII reveals that, although 
aeoilrity yields have fallen, since 1931 the spread between the 
dividend rate and the securities yield has been growing. Thus it 
was profitable for these banks to invest heavily in securities during 
the 1930's, although not so profitable as mortgage loans. Finally, 
although personal loans bear a higher interest rate than securities, 
they have declined in importance as their cost of handling has 
increased. Since 1934 the difference between the rate on mortgages 
and personal loans has been growing. 

In 1940, the yield on mortgage loans in the five Worcester 
mutuals exceeded the dividend rate by 2.50 per cent; the yield 
on personal loans was 2.08 per cent above the dividend rate; and 
securities yielded 0,66 per cent above the dividend rate. This last 
spread, though small, is probably more than sufficient to absorb 
the costs connected with the securities portfolio. The ratio of total 
expenses plus taxes to total assets of the five Worcester mutuals 
was only 0.44 per cent m 1940.^ The securities portfolio, being 
partially tax exempt and involving little servicing expense, prob- 
ably accounts for the smallest portion of overhead costs. Little 
risk is involved, ance the portfolio is so heavily loaded with 
government securities. 

If a bank’s fund-conversion policy were based solely on 
relative yield, and if there were no legal restrictions on investment, 
and if, furthermore, the demand for a bank’s funds in each direction 
were unlimited, the greatest proportion of funds would be invested 
in mortgage loans, the second largest amount in personal loans, 
and the smallest amount (consistent with safety and shiftability) 
in securities. But these are heroic assumptions. Legal restrictions 
limit the mortgage portfolio to 70 per cent of deposits, and require 
some investment in securities to insure safety and shiftability. The 
main reason why the investment pattern in 1940 did not conform 
to relative yields was that the demand for mortgage loans ai then 
curreni rates was not sufficient to absorb the funds which would 

7. Weighted average of expenses (including salaries, rent, advertising 
and other expenses of management) plus State taxes, computed by the writer 
for the five Worcester banks for the fiscal year ending October 31, 1940. This 
compares favorably with the ratio for all Massachusetts mutuals, which 
aveiaged 0.46 per cent of assets. Annual Report, 1940, Part I, p. xvi 



264 


QVASTBSLT JOUStfAL OF SCOmUiCB 


normally be available at the attractive spread of 2.50 per cent. 
Personal loans being expentive to handle and the demand for them 
being small, the final result was that the laurgest proportion of these 
banks’ assets was invested in the lowest-yidding portfolio — that 
of securities. Should the demand for mortgage loans in Worcester 
increase substantially in the years ahead, and should the mutuals 
receive a fair share of that demand, the yield differential between 
mortgage loans and all other loans and investments (even at lower 
mortgage rates than those currently prevailing) offers a continuing 
incentive to direct more and more funds into the mortgage portfolio. 

V. SiTMMART AND CONCLUSIONS 

Savings in Worcester’s five mutual savings banks fluctuated 
with the business cycle, but enjoyed a secular growth since 1920. 
Mortgage loans absorbed a growing proportion of these savings 
during the early and middle ’twenties. The lOSO’s witnessed a 
great expansion in bank holdings of federal bonds and a decline in 
mortgages and personal loans. The volume of mortgage loans 
held fluctuated with the general business cycle, while the volume 
of new loans made coincided with the real estate cycle. Legal and 
economic factors have influenced mortgage loans and alternative 
investments. The legal mortgage-deposit ratio remains at 70 per 
cent, but debt-value ratios have risen, permitting banks to lend 
more on each loan. The broadening of the legal fist of securities 
after 1926 did not restrict mortgage investments ; it simply absorbed 
funds which could no longer be invested in mortgages after the 
peak of the real estate cycle had been passed. The rising yield of 
public utility bonds in the late ’twenties probably would have 
made them compete further with mortgages, had the demand for 
the latter not fallen off before the general decline in business and 
industrial activity. The swdlen portfolio of government bonds in 
the ’thirties was not a cause but a conaeguence of the shrinkage in 
the mortgage portfolio. The falling yield of utility, railroad and 
government bonds during the 'thirties enhanced the relative 
attractiveness of mortgage investments, and probably would have 
stimulated the latter, had the demand been adequate or had 
lenders been aware of the elastidlgr of demand for mortgage loans.' 

8. I have seen no adequate aadjrria of the elasticity of demand for 
mortgage loans. It is probable that this elasticity is greater than most lenders 
assume, and that a reduction in financing costs would have a more than 
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The liberal statutory provision allowing investment up to one-third 
of deposits in personal loans might have restricted mortgage 
investment^ had the demand for personal loans been sufficiently 
great and the yield sufficiently high to compete with mortgages. 
This was not the case, however. In sum, the potential supply of 
mortgage money was increased in the 1930'8 by the growth of 
savings and the declining attractiveness of alternative investments, 
but this potential supply was not so fully utilized as it was during 
the real estate boom of the ’twenties. 

Although mortgages provide an adequate and stable yield, 
they were (and to a lesser extent still are) deficient in liquidity and 
shiftability. This deficiency has been a dominant motive behind 
statutory restrictions on mortgage investments, and it necessitates 
some investment in more shiftable assets such as bonds, thereby 
indirectly limiting the mortgage portfolio. These deficiencies have 
been remedied somewhat in recent years by amortization and 
insurance and by the creation of facilities for rediscounting and 
borrowing upon mortgage paper. As the secondary market for 
such instruments becomes vider, we may expect an increase in 
the supply of institutional funds available for home financing. In 
regions where they are prominently established, the mutual savings 
banks are in an excellent position to take the lead in this respect. 

Mortgage rates were stable during the ’twenties but declined 
gradually during the ’thirties. This decline is certainly not impres- 
sive, in view of the decline of interest rates generally, the broader 
sources of available funds, the growing safety and marketability 
of insured, amortized mortgages, and the efforts of government 
agencies to create a sounder market. Nevertheless, mortgage rates 
charged by the five mutual savings banks were below those of 
competing lenders throughout the period studied. Although all 
loan rates have fallen since about 1930, the dividend rate has 
fallen still more sharply. As a result, the spread between the cost 
of attracting savings and the gross yield on all investments has 
grown. The largest gross yield is returned by mortgages, followed 
in turn by personal loans and securities. However, the demand 
for mortgage funds declined during the ’thirties and personal loans 

proportionate effect in enlarging the demand for home ownership and reeiden- 
tial construction and the deriv^ demand for mortgage funds. Opinions were 
presented to that effect in the Hearing before the Temporary National 
Sconomic Committee (Vol. 11, Construction Industry), but a careful inductive 
study is needed before we can proceed confidently in this bewilderingly complex 
field. Of. note 9, below. 
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have become expenave to haadle; cozusequeoitly the seeuritjes 
portfolio ranks first in size. Thus the allocation of invested funds 
does not conform to relative yields, even after allowanoe for the 
factors of safety and liquidity. The yield differential of mortgage 
loans over securities offers '^e ban^ a contanuing incentive to 
mcpand the former and contract the latter^ 

Despite the decline in mortgage rates during the IdSO’s, the 
demand for mortgage money has not kept pace with the available 
supply. A further reduction of rates bdow those currently pre- 
vailing would probably stimulate the demand for home ownership 
and for mortgage loans.* This might well result in maximizing the 
net revenue of the savings banks, which would do a volume business 
at smaller unit earnings. To some extent the banks before the war 
attempted to maintain mortgage rates in order to reimburse them- 
selves for the decline of revenue on other investments. In view of 
the general decline of money rates,* and the avowed objective of 
many lendeis to stimulate home ownership, the construction 
industry and the utilization of idle funds, such a policy cannot be 
justified now. The undesirable alternative to the full utilization 
of funds in mortgage loans is a swollen portfolio of government 
bonds. 

9. Of course, now and for some years to come the problem is lack of 
buildmg materials and labor, not lack of funds. As long as shortages persist, 
even a substantial reduction of mortgage interest rates would not greatly 
increase house construction. It would simply increase transfers of existing 
houses, at inflated prices. But the conclusion above may still be relevant in a 
future depression, or following an era of overbuilding, or in connection with 
the problem of providing homes for families in modest-income brackets. On 
the other hand, as mortgage rates decline, financing costs will become less 
important in the total costs of home ownership, and the elasticity of demand 
for loans will be diminished. And with every progressive reduction in mortgage 
rates, the other factors in the cost of building construction and home ownership 
become relatively more important. 

1. This decline has continued since 1940. According to a recent survey, 
the average yield on high-grade corporate bonds (Moody’s AAA) declin^ 
from 2.84 per cent in 1940 to 2.48 per cent in 1946; the average interest earned 
by leading life insurance companies has fallen from 4.11 per cent in 1940 to 
an estimated 3.65 per cent for 1946; and the average interest ('^dividends”) 
paid by mutual savings banks to depositors has fallen from 2.!^ per cent in 
1940 to 1.80 per cent in 1946. During the same period there was a great expan- 
sion in savings of all types. Time deposits of 531 mutual savings hanis in 
seventeen states increas^ from less than $10.5 billion in 1940 to over $15,3 
billion in 1946. New York Times, March 24, 1946, p. F 1, 

Paul M. Grbqoet 
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FORWARD SraFTING OF A PAYROLL TAX UNDER 
MONOPOLISTIC COMPETITION^ 


SUMMARY 

I. The mcoitive argument for merit rating, 267. — Definitions, 268. — 
n. Monopoly profit before and after the imposition of contribution costs, 289. 
— Implications for forward shifting of contribution costs, 270. — III. Ade- 
quacy of profit reductions, 274. — Effect of different ccmtribution rates upon a 
given mcmopolist, 274 — Effects of elasticities of denumd and slopes of 
marital cost functions, 276. — Ckmclusions, 283, 

I 

The term merit rating or experience rating has been employed 
in the field of unemplosmient compensation to indicate differential 
rates of contribution by employers (payroll tax) to the tmemploy- 
ment compensation fund in a given state. In some states, for 
example, it is possible for some employers to pay contributions at 
one rate and other employers to pay contributions at a higher or 
lower rate. The difference in rates depends upon the standard of 
performance of each employer or each group of employers with 
respect to employment stabilization. What stabilization of 
employment means or should mean, or how it should be measured, 
and to what extent employers acting individually can achieve 
stabilization, are controversial issues which will not be discussed in 
this article. 

Proponents of e3q)erience rating argue in support of the sys- 
tem that it will act as an incentive to employers to stabilize their 
emplosnnent. It will do this, they hold, because the achievement 
of stabilization will result in lower contribution costs.^ On the 
other hand, if an employer fails to stabilize his employment, the 
resulting increase in contribution costs will place him at a com- 
petitive disadvantage. Therefore, in order to earn more or lose 

1. The author wishes to thank Edison L. Bowers, Henry J. Bittennann, 
and Caqjor Ooffman for their helpful suggestioim. 

2. See Biyoe M. Stewart, Planning and Administration of Unemploy- 
ment Compensation (New York: Industrial Relations Counsellors Ino., 1938), 
pp. 492-497. Herman Feldman and D<mald M. Smith, The Case foi* Experience 
Rating in Unenq>loyment Compensation tmd a Prr^oeed Method (New York: 
Industrial RelationB Counsellon Inc., 1939), pp. 8-4. Richard A. Lester and 
Charles V. Kidd, The Case Against Experience Rating in Unemployment 
Compensation (New York: Industrial Regions Counsellora Ino., 1W9), p. 6. 
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less, he would try to introduce measures aiming at staluluaticm. 

The validity of this argument rests, in large part, upmi the 
premise that the penalty of a higher contribution rate (payroll tax) 
will change the cost of production relative to receipts to such a 
degree that profit will be decreased sufficiently to induce the 
employer to attempt to improve his rating. This premise assumes, 
among other things, that the burden of the contribution costs 
cannot be shifted in total or in large enough degree by the employer. 
It is not clear, however, that the burden cannot be shifted forward 
by increasing the price of the finished product, or backward by 
decreasing the prices which he pays for the factors of production. 
The purpose of this study is to examine the possibilities of shifting 
the burden forward.* 

As in most problems, the analysis of the incidence of the con- 
tribution costs first necessitates rigorous definitions of certain con- 
cepts. Just when is the burden of the contribution costs “shifted”? 
The following definition will be used in this article. The burden of 
the contribution costs not only refers to the dollar amount of the 
cost but also to the “effect” or “pressure” of the cost. The burden 
is measured by the decrease in the net income of the person on 
whom the tax falls in the first place. Thus, complete shifting occurs 
only when the net income (money) of the person upon whom the tax 
is placed ortginaUy is not decre-ased as a result of the tax.* 

This definition of shifting the burden seems adequate for the 
analysis of the problem of the possibilities of shifting contribution 
costs forward by raising prices. The problem before the producer 
is not simply to increase average price to cover the contribution 
cost per unit produced, regardless of the number of units sold, 
but rather to change total receipts and total costs in such a manner 
as to maintain his net income. The real query is: can the producer 
maintam the same total net income after the imposition of contri- 
bution costs as he had be/ore the imposition of contribution costs? 

3. Some factors are in qmration which tend to decrease the significance of 
backward shifting, particularly with regard to shifting the burden back to 
wage earners throu^ lower wages. The importance of backward shifting to 
labor is probably decreased by the increase in the bu-guning power of organ* 
ised labor. In the case of unorganised labor, min i mu m wage legislation, old 
age benefits, and even relief, probdily tend to lessen the possibility of backward 
sUfting. 

4. This definition is in accord with the definition used Iqr Bastabh in his 
discussion of shifUng the burden of a tax. C. ,F. Baetable, Public Fmaaoe 
(3d ed.. New York, 1027), p. 861. 
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In the process of forward shifting, which is dealt with below, 
the burden of contribution costs is transferred by increasing the 
selling price of the product. (Labor might suffer by a decrease in 
employment but, implicit in the problem posited, not by a decrease 
in wage rates). The degree to which the burden can be shifted 
through such an increase in prices depends upon the elasticity of the 
demand for the commodity and the slope of its marginal cost curve.^ 
In addition, it depends upon whether or not the employer is selling 
the commodity under conditions of monopolistic or perfect com- 
petition. In this paper the problem of forward shifting under 
monopolistic competition will be discussed. A somewhat general 
solution for the individual firm will be attempted, and some special 
cases assuming varying elasticities of demand and varying cost 
conditions for individual firms will be analyzed. 

II 

The price of a particular commodity produced under monop- 
olistic competition is a function /(g) of the quantity offered for 
sale g.* The function /(g), the demand curve, is assiuned to be a 
negatively-sloped curve. The total wage cost of production is 
represented by the function <piq), which is a positively-sloped 
curve; the total material cost is represented by mg, where m is a 
constant demgnating the material cost for one unit of output; and 
the total overhead cost is represented by a constant k. The total 
profit^ or net income P(g) of a monopolist can be stated in the 
form 

(1) P(g)='g/(g)-ip(g)-mg-fe; 

and the maximum profit Tvould obtain where 

(2) P'(g)«9/'(?)+/(?)-v^'(5)-m«0, 

in which P'(g), /'(g) and ^'(g) denote the first derivatives of P(g), 
/(g) and ^(g), respectively. The equation for the total profit of the 

6. Cf. Edison L. BowerSi ^‘Social Security Program,” American Economio 

Review, No. 1, Supplement (December, 1037), p. 140. 

d. Throughout this anal^is the quantity offered for sale and the quantity 
produced are assumed to be the same and are represented by q. 

7. This article deals with the income function under a given set of condi- 
tiooB for one period. For a discussion of maximum present value of income 
after tax for more than one accounting period, see Philip D. Bradley, *The 
Direct Effects of a Corporate Income Tax,” this Joubkal, VoL LVI, Ud42), 
p.639. 
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monopolist after the impodtion of the unemployment cmnpensar* 
tion contribution rate r, which is applied to wages, beoames* 

(3) PM=‘gf(q)-<p(s)-m-k-r<p{q) 

Subtracting equation (1) from (3) we have Pi(.q)—P(.q)<=‘—r<p(.q) 
which equals 

(4) Pi{q)‘=P(.q)-r<p(.q). 

Before the increased cost due to contribution costs, maximum prof* 
its obtained where P'(g')=0, but after the increased cost due to 
contributions, maximum profits would obtain where 

(5) Pi'(g)=0=P'(3)-r«,'(g) or P'(g)»rv,'(g). 

That is, after the imposition of the contribution costs, the monop- 
olist would produce up to the point where his marginal profit 
P'(g) before the imposition of the contribution costs equals the 
contribution rate r times his marginal labor cost, which, to change 
the wording, is the same as the amount of the contribution cost on 
tim last unit produced. 

Assume that the net income or profit function could be repre- 
sented by a second degree curve which increases and then decreases, 
that is, the profit function would be positively sloped up to the 
point of optimum (relative to profits) output and then would 
become negatively sloped. The marginal profit function, therefore, 
will be negatively sloped and have positive values as output 
increases up to the optimum output, after which point it wrill have 
negative values. Under these conditions, the profit and marginal 
profit functions, before and after contribution costs, can be repre- 
sented graphically as in Figure I. 

Before the increased cost, the monopolist made his maximum 
profit at an output of g„ which is the root of the equation P'(q) ^0. 
After contribution payments are made, however, he maximizes 
profits at an output of which is the root of equation 
i»i'(g)=0«P'(g)~r/(g). 

From equation (4) it follows that for any given quantity sold, 
q, the net income or profit before the pay roll tax is greater than 
that afterwards. Hence the amoxmt of maximum profit is greater 

8. This is short-run analysis in which it is assumed that the demand 
function and the material costs, wage rates, and overhead costs, in short, all 
the various prices of the factors of production, do not change as a result of the 
imposition of tie unemployment omnpensation contribution or for any other 
season. 



PAYSOLL TAX UNDER MONOPOLISTIC COMPETITION 271 




FIGURE I 

Pbont and Mabginal Pbort 
Bwobi and Afibb CoNXBiBimoN Costs (Tax) 

before than after contribution payments. As a result, in the case of 
monopolistic competition, the burden of the contribution costs 
cannot be shifted completely forward. Moreover, it follows from 
equations (2) and (5) that tiie quantity produced and sold which 
yields maximum profits after contribution payments will always be 
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less than before* (see Figure I), except for the theoretical case where 
wage costs do not vary with output. In addition, innce the demand 
function is negatively sloped, the price of the commodity will be 
higher at the smaller output.* 

The difference in the net income to the producer is 

( 6 ) jy'^9)- ( 9 )] 

which is always a positive quantity. 


Since J P'(s) < J the decrease in net income is 

greater than r f ^'(9). Also, r / (9) is equal to the amount 

Jo Jo 


9. Of. Seymour E. Harris^ Economics of Social Security (New Yark» 
1941), p. 38L 

1. The increase in price after contribution payments are made can be 
demonstrated using the method suggested by A. Cournot, The Mathematical 
Principles of the Theory of Wealth (Now York, 1929), pp. 61-63. Lot p equal 
price, /(p), quantity sold; p(q), total variable cost (consists of wages only); 
and k, overhead cost. Assume, furthermore, that variable cost consists only of 
wages. 

(«) p/(p)-v( 9 )~k -profits. 

(h) /(p)+/'(pMP“ v'(g))-0. The root of this equation gives the value 
for p which renders profits a maximum. With the imposition of the unemploy* 
ment compensation contribution rate r, equation (b) becomes: 

(c) /(p)+/'(p)[p~/(?)(l+r)l-0. 

Assuming that po is the root of equation (6), that ^'(g) can be expressed as a 
function of p, say i/r(p), and that 8 represents the amount of the change in 
price occasioned by the new marginal cost which resulted from the pay roU tax, 
equation (c) can be written as follows: 

f(PQ+8) +/'(po+ 8)l(po^8) -^(po+3)(l +r)l -0. 

Expanding by Taylor^s theorem, neglecting higher powers of S and r, and sub- 
tracting equation (b) after subkituting ik(po) for r(g) b equation (h), the 
result is: 


__L W 

^(p>> /'(p»)i2-r(p»)i+r(p»)ip>-'f'(p>)] 

Both numerator and denominator in the second member of the equation above 
are negative. The numerator is negative because the demand function is 
negatively sloped, and the denominator must be negative if p» renders equation 
(a) a maximum, since the denominator is the first derivative of equation (b). 
Therefore S (amount of the change in the price) must be of the same sign as 
^(po) (contribution payment which would be made on the last unit produced 
if pr^uction did not decrease) which is positive. The increase in the price 8 
can be expressed as: 


o y^(pt)/^(pt) 

"r(pji2-^'(pg)]+r'(p.)ip»“^(pi)i* 
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of money paid as tmemployment compensation contributions. 
Consequently, the decrease in net income to the producer is greater 
than the amount of his contribution payment for unemployment 
compensation. It must be kept in mind, however, that the decrease 
in net income is still less than it would be if the producer did not 
ruse price and decrease the quantity sold, that is, if he continued 
to sell the quantity g# at the original price.* 

The distance ad represents the decrease in net income (original 
burden) if no attempt were made to shift the burden forward 
(Figure I). The distance oc represents the decrease in net income 
(final burden) after forward shifting. The distance cd represents 
the amount of the original burden shifted forward. Also, the dis* 
tance ad represents the amount of revenue the Government would 
have received if no attempt were made to shift the burden forward. 
The distimee be represents the amount of revenue received by the 
Government (contribution costs) after forward shifting. The dis- 
tance c6 and cd represent the decrease in revenue to the Govern- 
ment after forward shifting. Finally, the distance ab represents 
that part of the decrease in net income after forward shifting which 
is over and above the amount paid in contrib'ition costs. 

re, reM» 

2. The deorease m net ineome equ^ / F'( 5 )+r J (g) which 


isleoethan r 



,'(g), the decrease in net income if the monopolist does not 


increase his price and decrease the quantity he produced. This obtuns 
because if the quantity qa^ renders profits a maximum after contributions have 
been made, P'{q) must be less than r,'(g) for any quantity greater than 




P'(g). If, however, a company produces with- 


out any wage cost or rrith a constant wage cost, namely, where wage cost does 
not vary with the amount of business, the situation which obtuns is somewhat 
unique. From equations (4) and (5), it is apparent that the quantity sold and 
the price would not change as a result of the contribution payment. In the 
case of no wage cost, the company would pay no contribution,^ and hence ite 
net income would not be changed. In the case of company with a constant 
wage bill, the quantity qe-v would equal go and hence the loss in net income 
irould equal where v(g) equals the constant wage cost or the loss in net 
income equals the full amount of the contribution payments. output 

would remain tiie same as before the increased cost. No forward s hiftin g would 
occur. 
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The critical question whether or not profits would be decreased 
sufficiently to induce the monopolist to attempt measures by which 
he would decrease the amount of his contribution costs cannot be 
answered in general. It is possible to say, however, that all monop- 
olists will have their profits decreased as a result of contribution 
costs, and that some companies will have their profits decreased 
relatively more than others. If company A and company B have 
the same profit function P(q), but company A has a higher marginal 
cost (assume all variable costs to be wages) and a higher demand 
function, the net income after the imposition of the contribution 
costs for company A will be absolutely and relatively lees than 
that for company B. Net income in company A will be absolutely 
less because ripj^(q) >r<f>B(q) 
for any given quantity q, and as a result 

PB(Q)=Piq)-r<f>Biq)>PA(9)=PiQ)-r<PAiq), where Paiq) and P^ 
(q) represent profits of company B and company A after the 
imposition of the contribution costs. 

Since the above is true for any given quantity q after contri- 
butions are paid, the maximum profits for company B \yill be 
greater than the maximum profits for company A. The relative 
decrease in the profits of company B is less, also, than that for 
company A because both maximum profits were the same before 
the imposition of the contribution cost. The marginal profit 
functions before and after the contribution payments for both 
company A and B can be represented graphically as in Figure II. 

Before the xmemployment compensation contributions were 
paid, both companies produced and sold qg’, the net income for both 
companies was the same, and was equal to the value of the integral 
of P'iq), where q equals g*. With the increased cost due to the 
contribution payments, company A cut quantity sold to g^, and 
company B cut to qg. The net income now for company B, which 
is the value of the integral of Pg^iq) where g equals qg, is greater 
than the net income for company A, the value of the integral of 
PA'iq) where g equals g^. 

The above analysis could be uled to demonstrate the effects of 
different contribution rates upon the net income of a given monop- 
olist. Assume that instead of two companies as above, one com- 
pany is to be analyzed to discover the effect of smaller and larger 
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oontributicm rates upon his profit. Dedgnating the larger rate by 
ta and the smaller rate by tb, the following equations represent the 
two different profit functions for the one company: 

and f’e(g)»P(g)-ra<»(g). 

Since P(g) =P(g) and r^^(g) >rB«>(g) for any given quantity g, 
Pe(g) >^A(g) for any given quantity and, as a result, the maximum 
> the maximum PitCg)- This means that if a monopolist can 
regulate his production or employment so that he is assessed at a 
smaller rate, his net income or profit will be reduced less, quantity 
will be restricted less, and price will be increased less. 

To show the relative effects of various elasticities of demand 
and various slopes of marginal cost curves on the relative decrease 
in profits, some specific cases will be taken up.* To simplify the 
analysis, assume constant elasticity of demand. The demand is 



where a is some constant, g represents quantity sold, and c equals 
the elasticity of demand, the greater e, ^e greater the elasticity of 
demand. 

In addition, assume a constant slope of the marginal cost, all 
variable costs to be wages, and production to be in the stage of 
diminishing marginal returns. The marginal cost function is 



where h is some constant, g represents quantity supplied, and a 
determines in large part, the slope; the greater c, the greater the 
slope of the marginal cost curve or the faster costs increase with 
output. In order to solve for the quantity which renders profits a 
maximiun, it is necessary to substitute the above fimctions in 
equation (2). Equation (2) then becomes 

3. In analyzing the incidence of taxation, the use of the elasticity of 
demand is more fruitful than the use of the slope of the demand curve, but the 
leverse of this is true in the case cd marginal cost curves. For discussion of 
elasticity formula for demand functiom, see Alfred Marshall, PrincipleB of 
Sconces (8th ed., London, 1920), MMb. App. Note III, p. 839; tor supply 
functions, see Henry J. Bittermann, '‘Elastieity of Supply,” Am^oan Eco- 
nomio Review, XXrV (1934), p. 417. 
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(7) 



— a 

(i+i) 

«2 ' • ' J 


+ 


a 

"1 


«• 


£ 

b 


0 . 


Solving for q, it becomes 



( 8 ) 



The general equation of profits is 


( 9 ) 


qfiQ)-<p(.Q)—k= profits, 


and, after substituting the above type of demand and marpnal cost 
function (marginal cost integrated to total variable cost), it 
becomes 


( 10 ) 



«<'+» 


(<r+l)6 


— »■ profits. 


Furthermore, substituting the value for g, (equation 8), 'which 
renders profits a maximum, equation (10) becomes 



maximum 

profits. 


In the case which has been here assumed, the total variable 


cost (labor cost) at the point of maximum profits is 



times 
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the total receipts.* 

After the increased cost due to the unemployment compen* 
sation contributions, equation (2) becomes 

9/'(9) +/(?) - <o'(5)(l +r) -0 

and after substituting the demand and marginal cost functions 
in question, it becomes 

Solving for q^t becomes 



The general equation for profits after contiibution payments 
are made is 

gf(q)-<p(q)(l+r)-k- profits, 

and after substituting the above type of demand and marginal cost 
functions as well as the above value of maximum profits 
become 


4. This can be demonstrated in the following manner: 


Total receipts 


Total variable cost 


jC+v) 




6(«r+l) 


w.-;)i[“gl 


oh(<r+l) 




PAYROLL TAX UNDER MONOPOLISTIC COMPETITION 279 

,[-(-ai(4) f , J-(.-4)]g) ^ 

L (!+»•) J \6(<r+l)/L (!+»•) . 

(1 + r) — fc = maximum profits. 
Under the given conditions, total receipts at the point of 
maximum profits after contributions are equal to total receipts 


.Q). 


before contributions divided by (H-r)\"+7/. The same obtains 
for total variable costs. 

To summarize, at the point of maximum profits, the following 
relationships exist: 


(o) Total variable costs before contributions 
times total receipts before contributions; 


ibutions= ( f_ ) 

\a+l/ 


(b) Total receipts after contributions = total receipts before 

contributions divided by (l+r) 

(c) Total variable costs (including the contributions) after 
contributions = total variable costs before contributions divided by 




From the above relationships, it follows that the equation 
which yields the relative decrease in profit can be written as: 



where R— total receipts at point of maximum profits before con- 

(*--) 

tributions; total variable cost at the point of maxi- 

mum profits before contributions; 
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k’^ coDstaat overtiead cost; 


'1- 


B-' 


'<r+l 


IR 


(1+r) 


j— ■= Total receipts less total variable costs 

( 4 ) at point of maximum profits after con- 


tributions; 


P=Net income (profits) before contributions. 

The following observations can be made from equation (11): 

(o) As ff increases, the quantity (l+r)\'+ 7 / decreases 

faster than the decrease in any other quantity containing <r. 

1 . 


r- 




(fe) As « decreases, the quantity (l+r)\'+ 7 / decreases 
faster than the decrease in any other quantity containing «. 

Hence, the greater <r, namely, the steeper the slope of the 
mar^al cost curve, the smaller will be the relative decrease in 
profits as a result of contribution costs. Also, the smaller e, that is, 
the less elastic the demand, the smaller will be the relative decrease 
in profits as a result of contribution costs.* 

Given the above conditions and using equation (11), where B 
equals 100, k is such that maximum profits before the imposition 
of the contribution payments are 10 per cent of total receipts 
(value of product), and the contribution rate r is four per cent. 
Table I shows, among other things, the relative decrease in profits 
associated with various sloped marginal cost functions, while 
Table II indicates the same factors assuming various elasticities of 
demands. 

From Tables I and II it is apparent that with a given relation- 
ship between profits and the value of product or receipts, and with 
a given demand function, the steeper the marginal cost curve, that 
is, the greater the rate of increase in variable costs with increases in 
output, the less will contribution payments act as an incentive to 
stabilize. In addition, with a given marginal cost curve, the more 

5. In the case of monopoly, and when dealing with demand functkma of 
constant elasticity, it must be assumed that the elasticity b always greater 
than umty, otherwise the solution b too far removed from reality even for 
theoretical purposes. 



•I* 
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TABLE I 

RiiiATmi DacKBUunss in Pbotitb and Impobtancb or Waqib to VAun 
or Pbodoct (Rkciiifts) in Htpothbtical Companixs 

Undeb Vabious Conditions or Maboinal Cost 


Elasticity 
of Demand 

© 

(•) 

Marginal 

Cost 

a 

(<r) 

Profits as 
Per Cent 
of Value of 
Product Be- 
fore Con- 
tributions 

Per Cent 
Decrease in 
Prc^ts if 
Price and 
Quantity 
Reinain Same 

Per Cent 
Decrease 
in Profits 
After 
Forward 

RhifHn£ 

Per Cent 
of Relative 
Decrease 
in Profits 
Shifted j 
Forward 

Wages 

as a 

Per Cent 
of Value 
of 

Product 

2 

H 

10.00 

17.78 

131 

3.47 

44.44 

2 


10.00 

16.00 

Ball 

3.10 

40.00 

2 

H 

10.00 

13.33 

mSSm 

2.85 

33.33 

2 

1 

10.00 

10.00 

WEm 

2.60 

25.00 

2 

2 

10.00 

6.67 

6.51 

2.35 

16.67 

2 

3 

1 

10.00 

5.00 

4.90 

2.00 

12.50 


TABLE II 

BxiATiyx Dbcbeasbb in Pboitfs and Impobtance or Wages to Value 
or Pboduct (Receipts) in Htpothbtical Companies 
Undeb Vabious Conditions op Demand 


Marginal 

Cost 

[ 2 ^ 

(< r ) 

Elasticity 
of Demand 
rlOOl 

(•) 

Profits as 
Per Cent 
of Value of 
Product Be- 
fore Con- 
tributions 

Per Cent 
Decrease in 
Profits if 
Price and 
Quantity 
Remain Same 

Per Cent 
Decrease 
in Piofita 
After 
Forward 
Shifting 

Per Cent 
of Relative 
Decrease 
in Profits 
Shifted 
Forward 

♦ Wages 
as 

Per Cent 
of Value 
of 

Product 

H 

1.5 

10.0 

10.64 

10.38 

2.44 

26.67 

H 

2.0 

10.0 

16.00 

15.49 

3.19 

40.00 


2.5 

10.0 

19.20 

18.49 

3.70 

48.00 

2 

1.5 

10.0 

4.44 

4.34 

2.23 

11.11 

2 

2.0 

10.0 

6.67 

6.51 

2.35 

16.67 

2 

2.5 

10.0 

8.00 

7.81 

2.38 

20.00 


the elasticity of demand approaches one (elasticity always being 
greater than one), that is, the less total receipts increase with 
decreases in price, the less will contribution payments act as an 
incentive to stabilize. 

Under the above conditicHOS, the statement can be made that 
the greater the relative importance of wages to total cost at the 
point of maximiun profits, the greater will profits be decreased 
relatively as a result of contribution costs,* and hence the greater 

6. Cf. Hanis. qp. oit., p. 362. 
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will be the importance of r as an incentive towards stabilization 
(see the last column in Tables I and II). Figure III illustrates 
graphically the quantity which renders profits a maximum before 
and after contribution costs under one set of assumptions (see 
Table I). 


SUMMABY 

The burden of the contribution costs, in the case of monop- 
olistic competition, cannot be shifted completely forward. The 
net income of the monopolist will always be decreased as a result 
of contribution costs. If the monopolist attempts to shift the con- 
tribution costs forward, his net income will be decreased less than 
if he does not attempt to do so. Further, if the monopolist attempts 
to pass on the increased cost through higher prices, his net income 
will be decreased by more than the amount of the contribution 
costs paid to the state; yet the decrease in his net income will be 
less than it would have been if he had not increased price. 

Assuming a constant positively-sloped marginal cost function 
(marginal cost consisting only of wage cost), constant elasticity of 
demand and the existence of a given rate of profit before contribu- 
tion payments are made, the steeper the slope of the marginal cost, 
the smaller will be the increased cost as a per cent of value of prod- 
uct (sales) and the smaller will be the relative decrease in the 
value of the product; hence the smaller will be the relative decrease 
in profits, and the smaller will be the relative burden (loss in net 
income) shifted forward. 

In addition, the less elastic the demand (always being greater 
than one), the smaller will be the increased cost as a per cent of 
value of product and the smaller wUl be the relative decrease in the 
value of the product; hence the smaller will be the relative decrease 
in profits and the smaller will be the relative burden shifted for- 
ward. Conversely, the more ehustic the demand, all other things 
being equal, and the flatter the marginal cost curve, all other thin^ 
being equal, the more will profits be decreased relatively as a 
result of the unemployment compensation contribution, despite 
the fact that a greater per cent of the burden is shifted forward. 
Therefore, those monopolists with a relatively flat marginal cost 
function (usually associated with relatively little capital eqiup- 
ment) will have a greater incentive to stabilize than the monop- 
olists with a relatively steep marginal cost curve (usually asso- 
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dated with relatively large quantities of capital equipment). 
Furthermore, the monopolists with a relatively elastic demand will 
have a greater mcentive to stabilize than will the monopolists with 
a relatively less elastic demand. 

It should be mentioned, however, that unless the assumption 
is made that an equal rate of profit existed for all producers before 
the contribution payments were made, the relative decrease in 
profits may be greater or smaller from the sale of a commodity with 
a relatively elastic demand as compared with that from the sale of a 
commodity with a relatively less elastic demand. likewise, unless 
the above assumptions are made, one cannot say anything about 
the relative decrease in profit from the sale of a commodity whose 
marginal cost fimction is relatively steep as compared with the sale 
of a commodity whose marginal cost function is relatively less 
steep^. 

Under many state unemployment compensation laws, a 
schedule of differential rates exists. Monopolists who can stabilize 
their emplojrment will pay contributions at a lower rate and thus 
leave their net income decreased less with price increasing less and 
quantity sold decreasing less. 

Sam Abnold. 

Omo Statu Univiibsitt 

^The following table is an example of this p(^t: 

Tn PBBCsifTAoa Dicbiass ik Pnonrs AmB Fmiwabd Smrmra xw Htpotbitioal 

CoilPAMXBS UnDBB VaBIOXTS CONOmONS Of Maboinal CkMT Ain> Dimakb, 

AND PBOnra BiPOBB CONTBlBUnON PATMBim 


Marginal 

Cost 

(w) 

Demand 

Function 

[^.j 

(«) 

Per Gent Profits Are 
to Value of Product 
Before Contribution 
Payments 

Percentage Deorease 
in Profits After 
Forward Bhifting 

2 

l.fi 


■jlllllTn 

2 

1.6 




1.6 



Q 

2.6 



Q 

2.6 


— 


From tb» ahove table, It foUowi that with a gifen rate of profit, the flatter the marginal 
ooet eurve, the greater the relative decrease in profits, and also, the more eUstio the demand. Urn 
greater the relative deorease in profits. The opposite is true, however, if the profits are suffi* 
dently greater in the ease of the more elastio dmand and if the profits are sumoiently unaUer 
n the ease of the relatively flatter marginal oost ourve. 










THE VOLUME OF FOREIGN TRADE AND THE LEVEL 

OF INCOME^ 


SUMMARY 

L Introduction: the problems, 286. — 11. The assumptions, 286. — 
in. Symbolic version, 289. — IV. Graphic presentation, 293. — V. The case 
of a tariff, 294. — VI. Analysis in terms of money flows, 301. — VII. Com- 
parison with self-help schemes for the unemployed, 302. — VIII. The reason- 
ing ai^lied to two cases: exchange depreciation, 303; a dollar shortage, 305. — 
IX. Conclusions, 309. 


I. The Problems 

In analy2dng the effects of foreign trade on the level of national 
income, the foreign trade multiplier approach has treated exports 
as income-creating and imports as leakages. As a result, only an 
export surplus is usually considered to be income-creating in the 
final analysis. Balanced changes in the total volume of foreign 
trade have, in this analysis, no effect on national income, since the 
income-creating effects of exports are exactly offset by the income- 
destroying effects of imports. Thus Professor Machlup writes: 
“If . . . imports (paid out of received incomes) jumped to the volume 
of exports without any lag at all, there would be no expansionary 
force in our . , . exports.^* For foreign trade to have any expan- 
sionary effect there must be at least a temporary export surplus. 

This article has three major purposes. First, a situation is 
constructed in which a balanced increase in trade is income-creat- 
ing, and the conditions imder which this is true are worked out. 
Second, it is shown that in so far as a balanced increase or decrease 

1. I wish to thank Professore Schumpeter, Haberler and Samuelson, and 
Mr, Metzler and Mr. Downing for their criticisms of the earlier drafts of this 
article. 

2. Fritz Machlup, International Trade and the National Income Multi- 
plier, pp. 31, 32. In a footnote on page 31, Professor Machlup qualifies this 
statement in flve ways, none of which is precisely what we are going to argue. 
On pp. 187ff. there are two sections on ^Tarallel Investment Expansions with 
Bal^ced Trade” and ‘Investments Increased in A and B in a Proportion 
which Equalizes Induced Imports.” These cases are more similar to the dis- 
cussion which follows. There are other instances in Haberler (Prosperity and 
Depression, Part III), Machlup (op. oit.), Robertson (Economic Journal, 
June, 1939), Harrod (International Economics, Rev. Ed.) which qualify the 
statement that only export surpluses are considered. Another case discussed 
by Mosak is quoted below. None of these discussions, however, refers to the 
precise points which we wish to make. 
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in fomgn trade does change income, it is equivalent to a shift in the 
(domestic) spending fimction,* and the result reached therefore 
independent of the marginal propendties to import involved. 
Third, the reasoning is applied to certain likely postwar situations, 
specifically, the question of a permanent dollar shortage. 

II. Ths Assumptions 

Consider the following example. Suppose we have two coun- 
tries, both in the midst of a depression. All resources are thus under- 
employed. Supplies of all commodities can expand in both coimtries 
without price changes, and national income in money and real 
terms will, under these conditions, move together. Interest rates 
are kept stable by Central Bank action, so that the supply of 
credit is perfectly elastic at the given rates of interest, and are 
assumed to be the same in both countries, in order to eliminate 
capital movements due to interest rate differentials. Such capital 
movements are extraneous to the problem which we wish to 
investigate. The exchange rate between the two countries is kept 
stable by rigid exchange controls, so that short-term capital move- 
ments or action by exchange equalization accounts are unnecessary. 
Except when otherwise stated, these will be the assumptions 
throughout. To simplify the discussion even more, it is assumed 
for the time being (and unnecessarily for the final outcome) that 
both countries have foreign trade monopolies, even though within 
each country the usual capitalistic institutions exist. 

Suppose further, not only that the exchange rate is maintained 
by strict allocation of the available foreign exchange, but that 
both countries are wdlling to spend the proceeds from their exports 
on imports, that is, that neither coimtry wishes, or can afford, to 
accumulate foreign exchange reserves. 

Now both coimtries try to get out of the depression. They do 
not wish to incur budget deficits. Neither do they wish to increase 
the pressure on their foreign exchange control by expandii^ at 
home without making certain that the other country vrill expand 
also. If both countries negotiate with each other, they might come 

3. The term “spending function” is used here mstead of "consumption 
function,” because we make not only consumption but also induced investment 
a function of income. In this we follow Tinbergen, who in another context 
has pointed out that “the essential issue is the choice between hoarding and 
spending, rather than between saving and consuming.” "Oritical Remarks on 
some Business Cycle Theories,” Eoonometrica, VoL 10 (1^), p. 145. 
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to the following agreement. During successive periods each 
country will make available to its importer from the other coimtiy 
increasing amounts of foreign exchange in such a way that during 
each period both countries’ imports and exports are kept equal. 
To make certain that any results we reach do not depend on any 
lags whatsoever, it is assumed that trade is balanced within each 
income propagation period/ 

In other words, both countries agree to keep stable prices, to 
maintain the exchange rate, but to increase the volume of foreign 
trade without creating a balance in either country’s favor. To 
maintain the foreign trade at this higher level, there is thus no 
provision made for borrowing and lending, which both countries 
deliberately avoid. Both countries stick to the bargain, either 
because they are equally strong or because they volimtarily forego 
possibilities of economic warfare. 

Now, on the assumptions usually made by the foreign trade 
multiplier approach, it seems that such a simultaneous increase in 
imports and exports can have no effect on national income, since, 
in the language of that approach, the multiplicand is zero/ How- 
ever, the argument developed below indicates that even without a 
net foreign balance there may be an income-generating effect of 
the increased total volume of foreign trade, if the basic assump- 
tions are slightly altered. 

4. See Frits Machlup, ‘Teriod Analysis and Multiplier Theory,” re- 
printed in Readings in Business Cycle Theory. 

6. This is only a slight overstatement. See below, p. 809 for the concur- 
ring opmion of Haberler. Cf. also the following quotation from Norman S. 
Buchanan, International Investment and Domestic Welfare, pp. 214-215: 
”A pay-as-you-go basis, on the other hand, appears to be continually neutral 
in its effect upon national income, or nearly so. The absorption of imports 
would be a depressant upon income and employment in the United States 
according to the usually accepted anal3rsiB. But if the dollar exchange ob- 
tained from imports were almost immediately spent for goods to be exported 
abroad, there would be a corresponding (and almost immediate) stimulus to 
incomes and employment at home. 

Hence as between a loan policy and a pay-as-you-go policy in their 
effects upon national income the main distinctions would appear to be these. 
A loan policy gives a protracted stimulus to employment and income as long 
as there is a net outflow of investment abroad. As Mr. D. H. Robertson once 
said, referring to Great Britain, Tor getting out of a slump there is nothing 
like a whiff of forei^ investment.' But he might have add^ that the return 
flow of capital as interest and principal was a soporific. A pay-as-you-go 
poUoy, on the other hand, depresses incomes in one sector of the economy 
at the same time that it stimulates another. The tendencies probably about 
neutralise one another, except in special circumstances.” 
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These changes in the assumptions seem both reasonable and 
important. The foreign trade multiplier analysis proper asserts 
that, given the spending function (i.e. the total average propensity 
to spend) an export surplus will have an expantionary effect, 
which then depends on the marginal propensity to import. My 
conclusion rests on the argument that a balanced increase in the 
total volume of foreign trade wtU itself, under the assumptions, raise 
the total average propensity to spend.* 

While the assumptions are stated in political terms to indicate 
what might be involved in reality, I should like to point out that 
the conclusion that a balanced increase in the total volume of 
foreign trade will result in an upward shift of the spending func- 
tion will be correct, in general, both in cases where the spending 
function had been artificially depressed before the balanced increase 
in trade, through exchange controls, quotas or other interferences, 
and those where the spending function can be considered to shift 
for any reason whatsoever. 

The former is self-evident. The likelihood of autonomous 
shifts, though self-evident to me, has been questioned by some of 
my friends, and so the following reasons may be given in addition 
to those which will be given below in section V. It seeins plausible 
that the consumption function and its extension, the spending 
function, will shift during a cycle and with the movements of 
income. One reason for this shift may be the changing expectations 
as to the future course of the cycle. Another is that changes in the 
income level are accompanied by changes in the income distribu- 
tion, which “are very important for the propensity to consume of 
society as a whole, even from the short-nm point of view.”’ I 
shall further argue in section V that changes in trade policy must 

6. The word "total” is tised to signify that we are speaking of the average 
propensity to spend on both imports and domestic goods. The '*spendin^' 
function may be interpreted either so as to include spending on both imports 
and domestic goods or, alternatively, since exports are equal to imports, it can 
be thought of as including spending on domertic goods only, that is, goods for 
domestic use and exports of home-produced goods. This latter is the inter- 
pretation which will be used here. 

7. G. Haberler, Prosperity and Depression, 1941 ed., p. 229. This b 
equally true of the marginal and the average propensity to consume. 

If we relax the assumption of fixed prices we ought to add that price 
changes also must be presumed to lead to shifts in the spending function. The 
insistence of the classical economists that an equilibrium with full employment 
will be reached with flexible prices (including interest and wage rates) can be 
translftted into Keynesian terms in this way. 
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themaelves be expected to lead to diifts of the spending function 
which cannot be neglected and which are usually assumed away. 
I believe, therefore, that both the assumptions and the results 
reached are of far wider significance than is indicated by their 
“political” formulation, which might appear to restrict the reason- 
ing to State trading. A theoretical framework which allows for 
drifts in the spending function is more general and more dgnificant. 

III. SniBOLic Vebsion 

The following algebraic and numerical version should clarify 
the precise meaning of our assertion, and should bring out clearly 
the difference between my assumptions and those usually made. 
FoUowixjg Metzler,* we let income of each country {Y and Y', 
respectivtify) consist of domestic consumption (C and C), domestic 
investment (J and /') and exports {E and E'). I assume the same 
time relationships as Metzler does. Consumption in each country 
depends on the income of the previous period and the marginal 
propensity to consume of that country. Similarly (induced) invest- 
ment depends on the domestic income of the previous period and 
the marginal propensity to invest. Exports depend on the mar^nal 
propensity to import and the income of the previous period of the 
other country. In symbols, we have therefore, according to Metzler: 

..V Yt =C, +7, +Et for country I 
y/= C/-I- 7, '+E, for country II 

(2) C, -or(,-l) ; C/=oT(,'-l) 

(3) 7, =^rG-l) ; 7/=m'-l) 

(4) E, =7'(r0'-l) ; E/=yY{t-l) 

where a, fi, and y stand for the mar^hral propendties to consume, 
to invest, and to import, respectively, and where the absence or 
presence of primes indicates that we are dealing with cormtry 
I or 11, respectively. 

Now our change of assumptions leaves equations 1, 2 and 3 
unchanged. But equation 4 is altered. For, as each country will 
purchase the same increased amount from the other, equation 4 
wifi be changed to 

(4a) £,- 7 TG'-l)+r/=con 8 tant*E,'« 7 y(,-l)+r. 

8. Lloyd A. Metzler, “Underemployment in International Trade,” 
Eeonometrica, Vol. 10 (1942) ; “The Transfer Problem Reconsidered,” Jounud 
of Political Economy, Vol. 60 (1942). 
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The first parts of these expressions are induced imports, Tvhich 
depend on income and the mai^inal propensity to import. But 
the second parts, r and r' respectively, are the imports which are 
needed to maintain the volume of trade at the agreed higher level. 
It would be easy to change this equation appropriately if the 
original assumption were, for example, that foreign trade is raised 
periodically to a new and higher level in a balanced fashion. 

This symbolic expression makes it immediately clear that a 
balanced increase in trade will raise income precisely as any 
autonomous increase in either consumption or investment at 
home. Equation (1) is changed to 

(la) Yt=Ct+It+ constant; F/— C/+//+ constant. The 
marginal propensities to import thus drop out, and the final effect 
of the balanced increase in trade will depend exclusively on the 
domestic marginal propensities to spend. 

Rather than complicate the argument by changing the original 
assumptions, let us consider a numerical example adapted from 
the tables made familiar by Machlup and Metzler. I choose 
Metzler’s set-up for reasons which will be given presently. 

Metzler has shown that the effect of international trade on 
income will depend on, first, the stability conditions, and, seqond, 
on the monetary policies pursued by the individual countries. 
Both our countries are assumed to be stable in isolation, in order 
to show that the income-creating effects of a balanced increase in 
foreign trade do not depend on any instabilities. And both countries 
allow their income to be affected immediately. The agreed increase 
in trade, which is then maintained at this higher level, is assumed 
to be 10 units. Table I is read precisely as is Metzler’s table from 
which it is adapted.* It differs from his in two respects, both 
differences being dictated by the different assumptions. It con- 
tains two additional columns (2 and 8). The income of both 
countries rises immediately, as both countries let their incomes be 
affected directly. The income of country I is foimd by adding 
columns 1, 4, 7 and 8; the income of country II consists of columns 
6, 9, 2 and 3. But since colunms 7+8 equal columns 2+3, and 
both by assumption equal 10, we could add immediately columns 
9, 2, 3 and 4 to find the income of country 1, and columns 6, 7, 8 and 
1 to find the income of country II. This is bimply the numerical 
expression for the assertion that a balanced increase in f<»eign 

9. Metzler, Transfer Problem, op. eit., Table 1, p. 401. 
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trade is equivalent to an upwtuxl shift of the domestic spending 
function.' 

It may be worth while to add a word here about one difference 
in the construction of the tables presented by Metzler and Machlup. 
Both authors start with the same identity: the marginal propen- 
sities to consiune, to import, to invest and to save add up to unity. 
Machlup — le^timately for his purpose — neglects the marginal 
propensity to invest. Machlup states explicitly the marginal 
propensities to save and to import, while Metzler states explicitly 
the marginal propensities to consume and to import and to invest. 
Formally the two approaches are identical, for the missing margin^ 
propensity can always be found by subtracting the stated pro- 
pensdties from 1. 

Even though both ways of stating the problem simply say 
that an increase in income will either be spent or not, and that that 
part which is spent may be spent either at home or abroad, they 
hide a difference in assumption which is important from our 
standpoint. In Machlup’s case, an increase in the marginal pro- 
pensity to import is always a leakage, because it implies a decrease 
in the (not specifically stated) marginal propensity to consume 
domestic goods. With Metzler, an increase in the marginal pro- 
pensity to import implies a decrease in the (not specifically stated) 
mar gina l propensity to save. Metzlcr’s procedure is better adapted 
to our purpose while Machlup’s procedure seems ideally adapted 
for a study of the foreign trade multiplier proper.* The assumption 
that imports are a leakage is no more than an assumption. It 
seems no more legitimate or self-evident than the assumption which 
Metzler and, following Metzler, this article make. 

The equilibrium condition is evidently that the average pro- 

1. It would be easy to construct a table which shows the effects of both a 
compensated increase in foreign trade and the leakages of the foreign multi- 
plier proper. The “realistic” assumptions would be, for example, that our 
countries agree to increase foreign tr^e by a minimum amount, say 10 imits, 
in a balanced fashion, but to permit net balances over and above this amount. 
Numerically this would be done by keeping columns 3 and 8 constant at 10 
units, but letting columns 2 and 7 change depending on the marginal pro- 
pensities to import. Income of country I would then consist of columns 
1, 4, 7, 8-columns 1, 4, 7, 3. And income of country II would consist of 
columns 6, 9, 2, 3—2, 6, 8, 9. In this case the marginal propensities to import 
would have to be considered for the final outcome. 

2. This difference in stating the assumptions may lead a careless reader 
of Msuihlup’s work to suppose that he is dealing with unstable cases, when he 
is, of course, not doing anything of the kind. 
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penMty to spend is equal to one. The total volume of exports 
(which equals the total volume of imports) may be imputed to 
domestic consiunption and/or investment. In neither case are 
imports a “leakage.” How it is to be treated in any particular 
historical situation is simply a matter of fact. To repeat: what 
matters is only that there is a net increase in the average propemsity 
to spend. It is clear, for example, that an import surplus will lead 
to a fall in domestic incomes only if it has led to a reduction of 
spending on domestic goods. But it cannot lead to a fall in income 
and employment if it has led to a reduction of savings instead, or 
if it is financed by additional foreign borrowing. There must, then, 
be a net stimulating effect if the imports are paid for by exports 
which themselves are financed with additional money, so that there 
is no offsetting change in home consumption and home investment.* 

IV. Graphic Presentaticn 

The familiar graph of the consumption function can be used 
to picture the reasoning of the preceding section. Starting with 
income Yi (Figure I), the income Fj could evidently be reached 
and maintained either with a stream of investments AB, if the 
consumption function is CC', or without any investments at all, 
if the consumption function is KK', or if it has shifted to this 
higher position. An export surplus can be treated as part of invest- 
ments. For our discussion it is, therefore, important to remember 
that an autonomous increase in consumption — i.e. an increase 
in consumption which is not due to, and is independent of, a 
change in income — will have the same effect on income as an 
autonomous increase in investments.* 

Appl}dng the reasoning to our particular problem we can say 
that the increased volume of foreign trade is equivalent to an 
increase in the average propenaty to import (which previously 
had been held in check by exchange control) with no corresponding 
offsetting decline in the average propensity to consume domestic 
goods. It has thus raised the total average propentity to consume. 
And, as we have seen, since exports are assumed to be equal to 

8. Bdow we will discuss in greater detail the reverse case, namely, that 
an export surplus cannot automatically be considered to havS an expansionary 
effect. See below, p. 296. 

4. While autcmomous changes in consumption are represented by shifts 
in the 'function, induced changes are represented by movements along the 
function. 
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imports, we can consider consumption to consist only of domestic 
goods. If before the trade agreement income was Yt and the con- 
sumption function CC', the balanced increase in trade will shift 
the consumption function to KK\ This will raise income just as 
much as an export surplus of MN would have done. Further'^ 
more, the increase in the average propensity to consume will have 
secondary effects just as an export surplus would have had. The 
graph immediately shows that Yt will be greater than income Yi 
by moie than the volume of foreign trade, and also that this will 
depend only on the domestic mar^al propensities.*^ The marginal 
propensity to consume has been assumed to be equal for CC' 
and KK\^ The case in which the total volume of compensated 
imports is assumed to have added to domestic investment rather 
than domestic consumption is shown on Figure I as follows. 
Starting with income 7i, MN is now interpreted as being new net 
investments which are financed with additional credits.^ The final 
adjustment would, of course, be income 72 as before, even though 
the consumption function has not shifted upward. However, in- 
vestment MN^AB could consist entirely of imported goods paid 
for by additional exports. Consequently, with the consumption 
function unchanged, the total volume of exports must in this case 
too be credited with the stimulating effect on income and employ- 
ment. 


V. The Case of a Tariff 

My thesis is thus that under the most probable assumptions, 
a simultaneous rise (fall) of imports and exports will lead to an 
increase (decrease) in the average propensity to spend on con- 
sumption and/or on investments. Any measures to expand 

5. It has been shown in the preceding section that the marginal pro- 
pensity to import is irrelevant for the final outcome under our assumptions. 
On the graph we also omit the repercussions on domestic investment which 
were shown in Table I. This involves no loss of generality. 

6. It might be mentioned in passing that this well-known graph, which 
as far as I know is due to Professor Samuelson, can also be used to illustrate 
the underconsumption theory as formulated by P. M. Sweezy (Theory of 
Capitalist Development, p. 183). If I understand Mr. Sweezy *s theory cor- 
rectly, it can be most simply described by stating that the full employment 
income has, because of capital accumulation, a tendency to shift to the right 
faster than consumption shifts upwards. 

7. Evidently, if the net new investment had been financed by additional 
savings rather than additional credit, there would have been no net increase 
in spending, but only a redirection of the amounts already spent before. 
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(contract) the total volume of international trade will lead to an 
increased (decreased) income and employment, provided the 
average propensity to consume and/or invest is increased (de- 
creased). A lowered tariff, for example, will lead to increased 
income and employment everywhere, provided the added oppor- 
tunities for consumption are realized.® 

Under what conditions does a simultaneous increase (de- 
crease) in imports and exports actually involve a rise (fall) in the 
total average propensity to consume? Since we have so far con- 
sidered the case of a simultaneous increase in foreign trade, we 
shall now discuss the reverse problem. Specifically: what will be 
the short-run effects on income and employment of a new tariff? 

It is interesting to note here a certain similarity between the 
classical and multiplier approaches. Because the classical approach 
assumes full, or at least fixed, employment (in the long run), a new 
tariff will simply induce people to spend money at home instead of 
abroad, substituting their expenditure for the spending of the 
foreigners. There is (in the long run) a complete shift from foreign 
to home-produced goods, and the total average propensity to 
consume remains unchanged. So, of course, does employment by 
assumption. 

The usual multiplier analysis ordinarily simply implies that a 
newly imposed tariff will leave the total average propensity to 
consume unchanged. For an export surplus due to a new tariff 
will have an expansionary effect only if there is at least a partial 
shift from the consumption of foreign to the consumption of home- 
produced goods. True, the foreign trade multiplier effect depends 
on the fact that the tariff is expected to produce at least a tempo- 
rary export surplus.® But unless there is some shift of consumption 

8. In this section we shall from now on make the simplifying assumption 
that all imports are for consumption. Since autonomous changes in cons\imp- 
tion and investment have identical effects on income and employment, this 
convenient simplification involves no loss of generality. The reader is re- 
minded that we are throughout the article making the assumptions outlined 
above in section II, except when otherwise stated. These include, specifically, 
unemployment, elastic credit supply, constant prices. 

9. That Machlupis quite aware of the case which we are discussing is 
shown by the following quotation, which also indicates why he did not analyze 
it: 'We mentioned at the outset of our demonstration of the modua operandi 
of the foreign-trade multiplier that the case of an autonomous import reduc- 
tion, under the chosen set of assumptions, would be fully analogous to that of • 
the autonomous export increase, whicFis the standard case of the analysis. That 
an export increase and an import reduction, thrown together under the head- 
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from previoudy imported to domestic goods, tiiere can be no net 
stimulating effect on employment and income; at most this export 
surplus yrould have no effect at all. Foreigners and natives would 
consume the goods of the first nation as before, but natives would 
buy less foreign goods. Employment depends on total demand 
whether by natives or by foreigners. This total demand is \m> 
changed, imless there is a shift towards the consumption of home- 
produced goods. Total employment would thus remain unchanged. 

Eventually there might be a net stimulating effect even in this 
case in which there is no shift. But such a stimulating effect would 
in such a case come about in the most orthodox fashion from an 
export surplus via a gold inflow and/or an easing of the balance of 
payments situation to an easier monetary situation at home, and 
finally via a lowered interest rate to increased investments. This 
indirect effect is not what we are interested in, however, and we 
have specifically excluded it by our assumption of constant interest 
rates. Nor is this the case discussed by the foreign trade multiplier 
analysis proper. 

We can go further. If exports as well as imports fall immediately 
as a result of the tariff, there will be an immediate fall in total 
demand, and therefore employment, unless there is a i^ft of 
sufficient magnitude towards the consumption of home-produced 
goods. This is true even if the tariff leads to an export surplus, as 
exports fall more slowl}’- than imports. Only if there is a shift of 
consumption away from imported goods towards home-produced 
goods can there be a stimulating effect of an export surplus. We 
can therefore state in general: 

(a) If the export surplus comes about through a fall in imports 
with exports unchanged, it will have a stimulating effect only if 
the average propensity to consume domestic goods is increased. 
Otherwise the increase in the average propensity to invest (as 
exemplified by the export surplus) will be exactlj’^ offset by the 
decline in the total average propensity to consume. 

ing of 'improvements of the trade balance,’ are equivalent in most of their 
effects is often an absolutely unwarranted contention ; but under the strict 
regime of the chosen assumptions the equivalence holds. . . . After all . . . 
the assumptions include unchanged commodity prices, unchanged interest 
rates, unchanged foreign-exchange rates and, of course, absence of further 
‘autonomous’ changes in trade such as would Iw implied in retaliatory import 
restrictions by the adversely affected country. Hiis is just too much to neglect. 
But for the purposes of a clean analysis we stick to our assumpti(niB.” Op. clt., 
pp.SS-60. 
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(b) If the e}Q>ort surplus is due to the fact that imports are 
falling faster than exports, it will have an expansionary effect only 
if the average propensity to consume domestic goods rises faster 
than exports fall. Otherwise the total average propensity to con- 
sume plus the average propensity to invest will be snudler than 
they were before the export surplus came about. 

(c) Only if the export surplus arises because exports increase 
with imports increasing less or remaining constant is it unnecessary 
for the average propensity to consume domestic goods to increase 
in order to achieve an expansionary effect. 

In the classical case of full or fixed emplo 3 nDaent, a tariff 
reduction evidently cannot lead to an increase in the total average 
propensity to consume. We have, however, assumed unemploy- 
ment. Consequently a raised (lowered) tariff need not simply lead 
to a substitution of domestic for foreign goods (or vice versa). 
It may, and probably will, lead to additional savings in the case of 
a raised tariff, because consumers, faced with a restriction of the 
range of goods available to them are likely to restrict their total 
consumption. Similarly, the case of a lowered tariff may lead to 
additional foreign demand financed either out of idle funds or by 
bank credits in the manner indicated below (section VI). 

Now, if a tariff is imposed there Avill be one or more of three 
effects. First, there will be a tendency for exports to fall later than 
imports. This is the foreign trade multiplier proper. Second, as 
prices of imported goods tend to rise, natives wiU substitute do- 
mestic goods for imports. That is, the average propenrity to con- 
sume domestic goods will rise simultaneously with a fall of the 
average propensity to consume foreign goods. Third, there will 
be a substitution of savings fur imports. That is, natives mi^t 
decide to spend less altogether. 

If we now disregard for the time being the foreign trade 
multiplier effect proper by sticking to our original assumption that 
foreign trade moves in a balanced fashion, the last two substitu- 
tions give a clue to the various possibilities. 

(a) A balanced decrease of imports and exports, due, for 
example, to a new tariff, will lead to an increase in employment and 
income if natives substitute domestic goods for foreign goods 
fully, and if, in addition, they substitute consumption of domestic 
goods for savings. 

(b) A aimultaaeous decrease of imports and exports will leave 
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total employment and income unchanged if natives substitute 
domestic goods for foreign goods, and if there is no substitution 
between savings and foreign and domestic goods. 

(c) A simultaneous decrease of imports and exports will lead 
to a fall of total employment and income if natives fail to sub- 
stitute domestic goods for foreign goods completely, and if they 
instead substitute savings in part for imports. 

To put it somewhat differently, the effect of a fall of total 
foreign trade will depend on whether natives increase their average 
propensity to consume sufficiently to offset the fall in the foreigners' 
propensity to consume the first country's goods, or whether this 
increase is more or less sufficient for this effect. 

Is there any reason for believing one of these three possi- 
bilities more probable than the others? On the one hand, we can 
argue that there must be a tendency for the third possibility to 
arise. Therefore the total average propensity to consume will tend 
to fall when foreign trade decreases in a balanced fashion. But 
there may be one offsetting tendency. Both Keynesians and non- 
Keynesians generally agree that real savings will diminish as real 
income falls. We have therefore contradictory tendencies, and 
unless we can say more about them than we have done so far, the 
final outcome must remain in doubt. 

Now there can be no doubt that a tariff will lead immediately 
to a reduction of real income,^ if it leads to higher import prices 
and to a substitution of domestic for imported goods under im- 
favorable circumstances. On the other hand, it might be argued 
that the case for a reduction of real income as the result of a tariff 
is clear-cut only if there is full or fixed employment. If there is 
under-employment it is certainly possible that a substitution of 
domestic for foreign goods may leave real income unchanged. 
There are two presumptions against this reasoning. The first is 
that export industries are more efficient than domestic industries, 
and that therefore a shift in employment will lead to lowered 
efficiency everywhere. The second is that consumers preferred 

1. Except for this paragraph we could use the terms real and money 
mcome interchangeably, becatasa prices were assumed to be constant. If 
prices change, real and money income may move in opposite directions, and 
we have therefore to specify whether we talk about money or real income. 
It is the purpose of the present paragraphs to determine whether a tariff is 
likely to increase or decrease money income without moving real income in the 
same direction — or vice versa. 
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imported goods or else they would have bou^t domestic goods 
in the first place. The first presumption loses much force when 
unemployment exists. The assumption that the production of all 
goods can be expanded without price changes seems legitimate. 
As to the second presumption, we may assume — less legitimately 
— that natives are indifferent as to whether they consume domestic 
or foreign goods.* 

The point I wish to make is this: real savings will fall if real 
income falls. But with underemployment of all resources real 
income will fall as a result of a tariff only if there is less than a 
complete substitution of domestic goods for imports, that is, only 
if the total average propensity to consume falls. Consequently, 
the decrease in real savings will slow up the fall in real income and 
employment if there was less than a complete substitution of 
domestic for foreign goods. But the fall in savings cannot entirely 
counteract the absence of complete substitution. 

Under the assumption originally adopted it seems that the 
most probable case will be the one in which total income will fall 
with a simultaneous decrease of imports and exports. Retaliatory 
tariffs will make this outcome a certainty, and so will exchange 
controls. But even under less stringent assumptions than we 
have made, it seems probable that there will be some substitution 
of savings for imports, and that therefore the most probable result 
of a tariff will be to reduce the total average propensity to consume. 
It follows that mvtatis mutandis a simultaneous increase in imports 
and exports will, via an increase in the total average propenaty to 
consmne, raise income and employment everywhere.* 

The discussion of the various possibilities of substitution 
indicates one way in which the foregoing discussion may be joined 

2. Under competitive conditions and in equilibrium this is, of course, 
not only legitimate but neceesary. 

3. For the purposes of this article it is legitimate to speak as if an increase 
in employment and in income were the same thing. If we speak of employ* 
ment of all factors, and if we excluded foreign borrowing, then more income 
can be produced only if more factors of production are used. But if we speak 
of employment of any one factor, for example labor, then we should have to 
take into account also the factor proportion necessary for the production of 
foreign and domestic goods. 

1 should like to point out that the reasoning here applies in the short run. 
If it is correct, the foreign trade multiplier cannot be used to defend protection 
as income-creating even in the short run without heavy qualifications. No 
reputable economist has, of course, ever used the foreign trade multiplier to 
defend tariffs. 
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FIGURE I 


to the usual multiplier analysis. We drop for the moment the 
assumption that imports and exports decrease together and assume 
that exports decrease less than imports as the result of the tariff. 
Then we get two contradictory effects. On the one hand, the total 
average propensity to consume declines. On the other hand, the 
export surplus is equivalent to an increase in the average pro- 
pensity to invest and will thus have an expansionary effect. 
Whether the net effect will be expansionary or not depends on 
whether the average propensity to consume falls by more or less 
than the average propensity to invest (as exemplified by the export 
surplus) rises. The case in which the fall of the average propensity 
to consume more than counterbalances the effects of the export 
surplus cannot be dismissed as unrealistic or unimportant. 

This is pictured on Figure I as follows. Let the original 
consumption function be KK\ The tariff depresses the consumption 
function to CC', but leads simulatneously to an export surplus 
of AB—ST. The final income reached imder these conditions 
will have fallen from F 2 to Y$, 
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VI. Analysis in Tebus or Money Flows 

The inherent reasonableness of the above argument can 
perhaps be made clearer by analyzing briefly the effects which 
the change in the total average propensity has on the amount and 
flow of money. Since we have assumed the supply of credit to be 
perfectly elastic in both countries, it seems logical to assume further 
that in both countries the banking i^stem is willing to finance the 
increased foreign trade and thus to expand credit in the most 
time-honored textbook fashion. If we wish to be more realistic 
we could assume government guarantees of competitive traders, 
instead of a foreign trade monopoly. 

In both countries the financing of the additional exports will 
lead to the following balance-sheet changes in the commercial 
banks. First, deposits and commercial paper of the banks go up, 
the additional deposits belonging to the additional exporters. 
The financing of the exporters was necessary to enable ^em to 
pay manufacturers. Since there was underemployment in both 
countries, and since the exporters did not receive money at the 
expense of anyone else, production, employment and (money and 
real) income have expanded in both countries pari passu. 

The further steps are that while total assets and deposits of the 
banks remain unchanged at the new higher level, the ownership of 
the deposits changes as the newly-created deposits move from the 
exporters to the manufacturers, to the workers, to domestic con- 
sumers, and so on. Now, the additional money in both countries 
is available to pay for the additional imports. The international 
offsetting of the accounts means only a change of ownership of the 
deposits within each country. It does not mean the disappearance 
of the newly created money. 

It can be seen that all steps from the financing of the additional 
exports on can take place simultaneously in both countries — all, 
that is, except the final repayment of the loans. Because of the 
trade agreement which we have postulated above, the exports 
can take place m both countries simultaneously without a preced- 
ing stimulus from the other country. The expansionary effect of 
the raised level of foreign trade depends, in terms of the money- 
flow analjrsis, solely on the fact that it was financed With additiomd 
money rather than out of additional saving. It does not depend 
on timing. The creation of the additional deposits is the conse- 
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quence (or the mirror image) of the increased average propensity 
to consume. 

We could assume that the trade agreement provides for (ui 
increasing stream of trade between the two countries in successive 
periods without a change in the trade balance. But this is really 
assuming more for our problem than is necessary. The newly 
created deposits will disappear from the economic system only 
if trade recedes to the previous level. As long as there is a constant 
higher (or even increasing) level of trade, traders need a constant 
(or even increasing) amount of newly created deposits. Thus the 
credits created to finance the increased volume of trade turn out 
to be a fund which is as permanent as the increased volume of 
trade it has to finance. This fund is, to be sure, a revolving fund, 
but it must exist to the extent of the volume of exports, not simply 
to the extent of any export surplus. As long as trade is really 
maintained at the higher level, there is no reason why the amount of 
money should ever decrease. 

We may conclude, therefore, that in this case, and barring 
secondary repercussions, the income of both countries will be raised 
by the amount of foreign trade as long as this particular level of 
foreign trade continues to exist. It can also be seen from the dis- 
cussion that as long as the total volume of trade between 'the two 
coimtries increases (and as long as there is underemployment in 
both countries), the income of the two countries will keep on in- 
creasing, both in real and money terms. If the volume of trade 
reaches a constant level, the income of both countries will stop 
increasing, but it certainly will not fall. 

VII. CoUPABISON WITH SeLF-HeLF SCHEMES FOB THE UnEMPLOYEP 

The foregoing analysis bears some very obvious resemblance 
to the many self-help schemes for the unemploj^ed which were so 
common during the great depression. One of these is discussed by 
Mrs. Robmson. She points out that “provided he does not sacrifice 
his right to the dole, an unemployed man does himself good, and on 
balance docs others no harm, by occupying himself as usefully as 
he can.”* Her argument is even more valid if the unemployed who 
are working for each other are financed with additional money 
rather than left to barter with each other. Her qualification that 

4. Joan Robinson, Essays in the Theory of Employment, "Disguised 
Unemployment,” pp. 82ff. This quotation is on page 99. 
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the dole must not be sacrificed is exactly parallel to the proportion 
that the average propenrity to consume domestic goods must not 
decline when the average propensity to consume imported goods 
increases. The main difference between Mrs. Robinson’s case and 
mine is the evidently rather secondary one that the unemployed 
working for each other live in different countries and have to be 
financed by different banking systems. 

VIII. Application to Two Cases 

The case analyzed here does not seem to be just a theoretical 
curiosity without practical implications. In order that the result 
indicated might be reached it was convenient to assume the existence 
of foreign trade monopolies. It is sufficient, however, that clearing 
agreements exist, with or without provisions for multilateral offsets, 
but with provisions for settling accounts at regular short intervals, 
say four times a year. Even less international “planning” than this 
is necessary to achieve the results outlined. We shall discuss two 
situations to which the present argun.ent scents to apply. 

Exchange Depreciation. During the depression of the 1930’s, 
foreign trade of most European nations with each other declined. 
It does not matter in this context what precisely caused this decline. 
It remains a fact, and it is also a fact that the beggar-my-neighbor 
policies of the various countries were largely self-defeating. On 
the other hand, Mr. Harris, in his well-known study, found that 
trade between Great Britain and other paper-money countries 
increased after Great Britain had depreciated and other countries 
followed suit or joined the sterling block. He formulated one of his 
conclusions as follows: “ . . . a country gains an export advantage 
if its currency depreciates; but though a study of export trade of 
paper countries in three groups of countries (classified according to 
currency conditions) reveals relative gains, the rise in the share of 
exports of paper countries taken by other paper countries suggests 
the importance of a rise of income and improved trade relations 
among paper countries,) and declines and new trade barriers in 
gold countries).”* 

This result can easily be re-interpreted in the following manner. 
Because of expected balance-of-payments trouble, the average 
propensity to import is depressed by deliberate policy. Going off 

6. Seymour Hairu, Exchange Depreciation, p. 18. 
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the gold standard not only makes it possible for the countries in- 
volved to expand at home without worrying unduly about changes 
in impoda induced by rising incomes, that is, about the foreign 
trade multiplier effect proper; it also makes it possible to allow the 
average propensity to import to find its own level. A simultaneous 
increase in the average propensities to import (and thus of the aver- 
age propensities to consume) of all countries concerned is in this 
situation not only possible but probable. It is the most reasonable 
way to explain the fact that trade between paper countries increased 
with simultaneous rises in incomes, but without either affecting 
exchange rates, or making exchange controls necessary, or without 
any capital movements.® 

This point is perhaps worth discussing in somewhat greater 
detail. Mr. Metzler, in his path-breaking analyris, makes the 
following point: an increase in the average propensity of 

Y to consume F ' goods must increase total consumption and income 
in both countries. In the case of Y' this is obvious, since the in- 
creased demand of F' goods has resulted in greater foreign invest- 
ments. In the case of F it means simply that the stimulating effects 
of a higher aggregate propensity to consume plus the secondary re- 
percussions of higher income in F' have exeiled a more important 
influence on income of the former than the depressing consequence 
of increased imports.'^^ This conclusion must hold true afortiorij 
if there is a simultaneous shift upwards in the average propensi- 
ties to import in both countries, other things remaining equal. 
The leakages due to induced imports will, of course, still be pres- 
ent, and on our assumption of a parallel shift of the consumption 
function they will be equal to what they were before the shift. 
But the net income-creating effect of the increase in the volume of 
trade remains, as we have seen. The common sense of the proposi- 
tion should be obvious. No one can deny the reality of an increased 
income with unchanged domestic investment, unchanged consump- 
tion of domestic goods, and an increased consumption of imported 
goods paid for by an increased production of goods for export 
financed by additional credit without foreign borrowing. 

6. Some capital movements did, of course, take place. A simultaneous 
increase in investments in the countries concerned would equally account for 
the facts. The two explanations may thus be alternatives. But they can be, 
and probably usually are, complementary to each other. 

7. Lloyd A Metzler, 'Underemployment Equihbrium in International 
Trade,” Econometrica, VoL 10 (1042), p. 108. 
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Perhaps the growth of bilateralism and of barter agreements 
in general, and theirattractiveness under depressed conditions, can 
also be partly explained and rationalized by analogous reasoning. 

A permanerd dollar shortaget If the reasoning developed above 
^ves an additional explanation of the income effect of exchange 
depreciation, and thus adds perhaps to the understanding of the 
1930’s, it can also be applied to the problem which may confront 
the United States in the future. Mr. Kindleberger describes the 
likely postwar situation in the following terms: “The United States 
could import more finished goods at any level of production, can 
import more raw materials at higher levels of production, and mi^t 
import more agricultural products to the extent it succeeds in 
moving factors of production already engaged in agriculture into 
industry. But these increased imports will raise money incomes 
abroad and will produce increased demands for American goods in 
excess of the original increases in American imports. The chronic 
shortage of dollars would remain, albeit at higher levels of real in- 
come throughout the world.”* 

Offhand, it seems as if Mr. Kindleberger explained a permanent 
shortage of doUars by assuming that foreign countries are unstable 
in Metzler’s sense. However, this is not necessarj- for the outcome, 
and instability would be a condition imposed on top of the all- 
round increase in the average propensity to import American goods. 

It is easy to imagine the existence of the following situation 
in the not too distant future. The marginal propensities of foreign 
countries to consume their own goods and to import are given, 
and do not change autonomously but only, if at all, in response to 
income changes. Domestic investments depend on the marginal 
efficiency of capital which in this context can be assumed to remain 
constant. Now, imports depend, on the one hand, on the domestic 
income level. But they also depend on the availability of foreign 
exchange, that is, on exports. The first of these relations is given 

8. Charles P. Kindleberger, “Monetary Stabilization,” in Postwar 
Economic Problems, edited by S. E. Harris, p. 387. Under our assumptions, 
money and real incomes would evidently rise together. 

It should be added that the primary purpose of this article is theoretical, 
rather than to discuss precisely how serious the dollar shortage is apt to be. 
While most observers seem to believe such a shortage to be imminent, there 
has receitly been one notable dissent by Lord Keynes (“The Balance of Pay- 
ments of the United States,” Economic Journal, June, 1946 pp. 172ff.) whi^ 
appeared after the present manuscript was finished. 
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by the marginal propenaty to import. The second relation can be 
better described by means of the average propensity to import. 

We can now speak of induced-autonomous imports.* The 
imports are autonomous in the sense that they are independent 
of the level of income in the importing country. They are induced 
in that they depend on the level of exports, and thus on changes 
which occur in the other coimtry. Therefore, even though any 
rise in income still leads to a smaller rise in induced imports — so 
that the country is stable in Metzler’s sense — a rise in imports 
leads immediately to a shift in the average propensity to consume 
upwards to the extent of the increased exports. 

Specifically, the situation may possibly exist in which foreign- 
ers prefer American goods to their own but will buy their own 
favte de mieux, and for the rest go without.* Their purchases of 
American goods are limited only by the amount of foreign exchange 
available to them, that is, by their exports plus such amounts 
as they can borrow. We may omit borrowing as extraneous to 
our problem. It follows that any increase in the American average 
propensity to consume will lead immediately to an increase in 
American and foreign incomes, even though American imports 
lead immediately to an equivalent increase in American exports. 
The effect is independent of surpluses of any kind, nor does it 
depend on instabilities as discussed by Samuelson and Metzler. 

Table II summarizes this case. Country I corresponds to the 
United States, country II to the rest of the world. We need not 
assume any marginal propensity to import for the rest of the world, 
since we assume that they will buy automatically to the extent 
of the American purchases from them. Column 6 is therefore always 
equal to column 2. We assume again that both countries let their 
income be affected directly. And we start again with an autono- 
mous increase in United States imports of 10 units. Income of 
country I (United States) is found by adding columns 1, 2, and 3. 
Similarly the income of the rest of the world is found by adding 
columns 5, 6 (=2) and 7. 

The table indicates, that, if both the world and the United 
States are assumed to be stable in the Samuelson-Metzlcr sense, 

0. This term b no more of a self-contradictory monstrosity than monopo- 
listic competition. 

1. Tlie argument is strengthened if it is further assumed that foreign 
investments (and thus employment) depend on American exports. 



09 A Bai*ancsd Incbeasb in Forbion Tradb, if Country II’s Imports Dbfbnd on Its Exports 
AND Country 1*8 Imports on Its Income^ 
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no dollar shortage^ will arise if there was none in the ori^^al 
position. But if there was such a shortage originally, the increased 
imports of the United States obviously will not make the dollar 
shortage any better.* If the rest of the world is unstable, an initial 
dollar shortage will become worse with rising incomes, or, if there 
was no dollar shortage to begin with, an increased income in the 
United States and the rest of the world will create such a shortage. 
We must conclude, therefore, that any dollar shortage which at 
present exists will continue, if not get worse, in the future, even 
with rising American incomes for as long as the conditions assumed 
exist. 

In such a situation a free trade policy can benefit the United 
States not only becau.9e of the increased international di\dsion of 
labor and lowered cost of imports. Starting from a situation of 
underemployment, a less restrictive trade policy would under the 
assumed circumstances lead to increased income and employment 
at home. On the other hand, a protectionist policy would not only 
lower the welfare of the country through diminished specialization 
and the lowered efficiency which goes with it, but it will lead 
directly to lowered spending, lowered money and real incomes, 
and lowered employment. Every decrease would lead to simul- 
taneous decreases in exports, since the consumption function of 
foreign countries would shift downwards simultaneously, and no 
completely offsetting shift from imported to domestic goods is at 
all likely to occur either in the United States or abroad.* 

2. The criterion whether a dollar shortage exists or not is in practice 
whether the dollar rate of foreign currencies can be maintained without 
exchange control. If foreign countries find themselves compelled to introduce 
exchange control as an alternative to exchange depreciation — aside from 
the problem of short-term flight capital — there is a shortage of dollars. 

3. This, therefore, does not contradict Kindleberger's point that 
reduction of the American tariff is not of itself an adequate solution for the 
world shortage of dollars . . . the earnest admonitions of the world to the 
United States that it live like a creditor nation' fail to come to grips with the 
fundamentals of the problem.” (Op. cit., p. 381.) It seems very likely that 
Kindleberger is correct in his forecast that ”it may be doubted that increased 
imports would correct for long the world shortage of dollars.” (Op. cit., p. 387). 

4. Retaliatory tariffs and exchange controls make the downwa^ shift 
of the average propensities to import a certainty, even if our conditions are 
not accepted. The classical position on tariffs can be reconciled with the in- 
come-creating properties attributed to tariffs by multiplier theory by the 
shifts in the average propensities to import. 

Mr. Mosak points to yet another slightly different case in which trade 
restrictions will to give an inflationary stimulus even in the^short run, 
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IX. CONOttlBIOKB 

Making the assumptions stated above we have reached the 
following conclusions. A simultaneous increase in imports and 
exports will have an expansionary effect if it is not offset by down- 
ward changes in the average propensity to consume domestic 
goods. Therefore, the effects of foreign trade on national income 
and employment are not completely described by the effects of 
trade balances. The best way to describe the effects of trade 
balances is by means of the marginal propensity to import. The 
best way of describing the effect of the volume of trade as distinct 
from the trade balance is by means of the average propensity to 
spend. For a discussion of the full effects of foreign trade on national 
income, both average and marginal propensities have to be con- 
sidered, just as in ordinary multiplier discussion not only the slope 
of the consumption function is important but also its height and 
shifts. Thus the discussion presented supplements the usual foreign 
trade multiplier analysis. 

The guess may be ventured that Harrod* may have had such a 
distinction in mind. Similarly, Haberler’s conclusion seems too 
pessimistic when he writes: “The point is that what will happen 
‘when both exports and imports change simultaneously* depends 
on special conditions, whilst in the case of an excess of exports over 
imports (...) the primary effect is clearly stimulating. (...) It 
follows that on the level of abstraction and simplification on which 
the multiplier analysis is carried out traditionally . . . only an 
excess of exports over imports can be regarded as a stimulating 

and even if foreign countries do not retaliate. "It has already been pointed out 
that the direct effect of the import restrictions on the rest of the world is 
deflationary. If their exports constitute an important fraction of their income, 
the secondary repercussions may aggravate the contraction to such an extent 
as to lead to a general world depression which spreads to the first country as 
well. This is particularly likely under elastic price expectations." (Jakob L. 
Mosak, General Equilibrium Theory in International Trade, pp. 172-173.) 
This case is related both to the case which Machlup discusses (()p. cit., p. 32) 
through expectations, and to Metzler’s unstable case through the secondary 
repercussions. But, to repeat, our results depend neither on expectations 
nor on lags nor on instabilities. 

It might be added that the present insistence of the State Departmmt on 
freer international trade as income-creating finds thus support in both orthodox 
and multipUer theory, 

S. R. F. Harrod, International Economics, Rev. Ed., Ohs. 6, 7. 
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factor, 'whilst the parallel shift upward of both exports and imports 
must be assumed to be neutral.*’* 

k balanced increase in trade will, under the assumptions made, 
change the average propensity to consume, or the average pro- 
pentity to invest, or both. The expansionary effect of an autono- 
mous increase in the average propensity to consume and/or to 
invest is independent of any lag between imports and exports. 
Nor are any instabilities involved. The effects of such a lag, or of 
such instabilities, are additional. 

It is often said that free trade is clearly beneficial with full 
employment, but that with underemployment tariffs and other 
trade restrictions may increase the welfare of the country which 
imposes them. It has been sho'wn that under condition of under- 
employment, and with assumptions which seem realistic and no 
more restrictive than the ones usually made, this is not necessarily 
so or even likely to be the case. It seems probable that the reason- 
ing will have important policy implications in the postwar period, 
after the initial postwar boom has passed. 

Wolfgang F. Stolpbr. 


SWABTBlfOBB CotUtOB 

6. 0. Haberler, Prosperity and Depreesion, 1941, p. 468. Haberier adds 
the following qualifying footnote: “TWe who maintain that changes in 
exports must be put into the multiplicand irrespective of whether they are 
or are not accompanied by parallel changes in imports, may have a point; 
but they are stepping outside the multiplier analysis. There is no objection 
to that provided that the conditions under which the stimulating effects of 
the increase in export exceed the depressing effects of the increase in imports 
are precisely stated. This has, in fact, not tmn done. It is worth noting that, 
if the case is correctly stated, it follows that also a decrease in exports may 
have to be regarded as a stimulating factor if it is accompanied by a decrease 
m imports, because the stimulating effects felt by the industries favored by a 
fail in imports may be greater than the depreesion caused in the export 
mdustries.’' 

I hope that I have succeeded in stating more precisely the conditions 
under which a balanced increase in imports and exports would be expansion- 
ary. From the last sentences of Haberler's footnote it appears that the case 
discussed in this article differs from the “special conditions’* which he has 
in mind. 
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The medteval guilds, 311. — Modem guild regulations in the service 
trades — the barbers: importance of legislative aid, 312; non«prioe regulations, 
314; price-fixmg laws, 316; enforcement of regulations, 323. — Economic 
aspects of the pricing of barber services: characteristics of the 'product'’ and 
the market, 325; pricing without restriction on individual action, 328; pricing 
with concert of action but without benefit of legislation, 330; pricing with 
mmimum price legislation but without extralegal concert of action, 331; 
pricing with minimum price legislation undergircUng extralegal concert of 
action, 333. — Guild pricing in other trades, 335. 

The Medieval Guilds 

The modem quest for economic security by members of the 
service trades, figuratively, has turned back the clock to the later 
Middle Ages. The craft guild system, the dominant form of indus- 
trial organization from the thirteenth to the seventeenth centuries, 
with its ^*fair^’ wage for the producer, ‘'honest*' product at a “just" 
price for the consumer, and with the hazards of rivalry and change 
reduced to a minimum, provides the pattern for the organization 
of some of our present-day trades.^ 

In theory, each medieval craft guild was an administrative 
organization, quasi-official m nature,^ charged with the manage- 
ment of a particular industiy. The guild limited membership in 

1. This summary of medieval guild organization is based upon the 
following works: Ashley, W. J., An Introduction to English Economic £[istoiy 
and Theory, VoL 1, parts 1 and 2 (4th ed., New York, 1906), Bimie, A., An 
Economic History of the British Isles (New York, 1940), Cunningham, W,, 
The Growth of English Industry and Commerce (5th ed., Cambridge, 1910), 
Heaton, H., Economic History of Europe (New York, 1936), Lipson, E., 
The Economic History of England (5th ed., London, 1929), and Usher, A. P.. 
An Introduction to the Industrial Histo^ of England (New York, 1920)« 

2. The relationship between the guild and the government varied in 
detail, but practically all guilds sooner or later seem to have become adminis- 
trative adjuncts to the Municipal Government, performing services not unlike 
modem commissions or bureaus. The guild administe^ a craft, but its 
regulations seem to have been subject to approval by governmental authorities. 
The actual degree of control in the public interest might vary with the partic- 
ular arrangement and with the political power of the guild members. These 
men, after all, usually were leading citizens, frequently members of the town 
council, and at times were the most influential element in the local government. 
Upson, op. cit., VoL 1, pp. 338, 340-342. 

au 
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the crafty and defined the terms of entrance * Moreover, the gufid 
prescribed in detail the mann^ of operation of shops, and the 
general conditions of production;^ and it played a leading part in 
^e determination of prices, particularly minimum prices, thus 
reducing the intensity of competition. In exercising this great 
power, the masters of the guild were supposed to keep in mind the 
welfare of the general public, althou^ ^ere is evidence that this 
aim often was lost sight of in favor of a more selfish point of view.* 
The guild system in essence, then, was one in which a high degree 
of control was exercised over the product and its price as well as 
over the members of each trade by those engaged therein through 
the use of concerted activity, often doubtless to the disadvantage 
of the ultimate consumer. 

Modern Guild Regulations in the Service Trades 

Today the guild type of activity is returning. In no field of 
activity has this development made greater progress than in the 
barber trade. The smallness of the business unit, the large degree 
of homogeneity of those engaged in the trade, the background of 
public health regulation, and the severity of impact of depression 
on this business render the occupation particularly amenable to 
guild organization. 

Perhaps the outstanding featiLre of the development of modem 
guUds is the manner in which their growth has been secured by 
legislative action. Lacking this endorsement, associations of mem- 

3. Limitation of entrance developed with the growth of the apprentice 
system. This institution possessed certain advantages from the point of view 
of those engaged in the trade. An apprenticeship of many years meant sound 
training and at the same time resulted in controlling numbers in the trade. 

4. In order to prevent poor work and fraudulent activities (which might 
bring the entire guild into disrepute), the wardens of each guild were empowered 
to inspect workshops and pr^ucts, to fine violators, and to reqiure that 
members mark their goods in such a manner as to make possible tracing the 
source of poor work. Furthermore, the guilds often prohibited night work, 
because of mspection difficulties and the chance of unsatisfactory work slipping 
by. Incidentally, the use of improved methods frequently was prohibited, 
and larger scale operations often were prevented by limitations upon the 
number of apprentices or journeymen to be employed by a single master. 

6. For example, according to Ashley, op, cit,, Part 2, p. 160, one Parlia- 
mentaiy statute revealed that: ^^masters, wardens and people of gilds, 
fraternities, and other companies corporate, dwelling in divers parts of the 
realm, often times . . . make among themselves many unlawful and unreason- 
able ordinances as well in prices of wares as other things for their own singular 
profit and to the common hurt aod damage of the people.*' 
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bds of a trade might run afoul of state antitrust legislation, if 
thqr attempted to agree upon such matters as mininruim prices, 
working hours, and the right to practice the occupation.* But 
these same associations have prevailed upon legislatures of many 
states to “protect the public welfare” by passing laws which 
accomplish much the same result. Administration of such statutes 
in the barber trade is carried on by boards of barber examiners, 
composed of members of the industry, whose functions include the 
application of provisions governing the training, examining, and 
licensing of tradesmen, the enforcement of rules respecting shop 
sanitation and trade practices, and the administering of minimum 
price regulations. 

Typically these boards are made up of three members, generally 
practicing barbers, usually appointed by the governor of the state. 
In some instances, restrictions are placed upon the governor’s 
freedom of selection. For example, the Colorado statute specifies 
that one member must be recommended by the unions of journey- 
men barbers; a second member must be an employing barber 
proposed by Colorado chapters of the associated master barbers 
of the state ; the governor may make his own choice in the selection 
of the third barber member of the board.'' Since the ostensible 
purpose of this type of regulation is the protection of the public 
health and welfare, it is significant that few statutes make any 
provision for consumer representation on the board.* 

The modem barber laws, then, establish a relationship between 
industry and government akin to that obtiuned by the craft guilds 
of the later Middle Ages. If anything, the modem approach grants 
even greater autonomy to the trade, in that the administrative 
authority, once established by the legislature, thereafter is rela- 
tively free from responsibility to its creator. For example, some 

6. The status of service trades with respect to state antitrust laws is 
summarized briefly in footnote 9, infra, p. 331. 

7. Stat. Ann. (Michie, 1935), c. 19. Extensive discussions of the control 
of the regulating authority by members of the trades and professions is con- 
tained in Grant, J. A. C., “The Gild Returns to America,” Journal of Politics, 
Vol. 4, pp. 303-336, 458-477 (1942). This study, while not covering the price 
aspect of modem guild activities, supplied much of the inspiration for the 
present analysis. See also Fellman, D., "A Case Study in Administrative 
Law — The Regulation of Barbers,” 26 Wash. U. L. Q., pp. 213-242 (1941). 

8. Of the states which have passed laws empowering barber boards to 
set minimum prices, only Wisconsin requires that a member of the bomrd be 
chosen from the general public. Wisconsin Laws (1939), c. 614. 
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laws provide that the fees collected by the agendee for lioeoees and 
examinatioDs constitute a fund to be used for the support of the 
board, thus apparently freeing it from the necessity of coining 
before the legislature annually for an appropriation.* And while 
the boards ordinarily must make a report to the governor each 
year, summarizing their activities, these reports are so general and 
routine that their requirement can hardly be considered a restriction 
on freedom of action.^ The courts exercise practically the only 
check on arbitrariness of action by the boards through their func- 
tion of reviewing the power granted to, and the administrative 
decisions made by, the board, upon prayer by an aggrieved party. 
Thus, barber boards have become a part of government, and as 
such they may compel all members of the occupation to ccmform 
to board regulation. The nature and extent of this regulation, (rf 
course, depends upon the character of the statutes which the 
individual board must administer. 

Non-Price ReguUUione. The provisions of laws regulating 
barbering fall into three progressdveiy restrictive classifications. 
The first class includes those obviously desirable measures which 
require barbers to observe certain elementary health and sanitary 
precautions. The main purpose of these provisions is not restrictive 
in nature; they may increase somewhat tire cost of service, but they 
bear alike on all members of the occupation. Many of these 
regulations, such as that requiring a barber to use a fresh towel 
on each customer, originated as rulings issued by health or sanitary 
commissions. With the enactment of barber codes containing 
sanitation provisions, barber boards have acquired some authority 
in this area.* Insofar as the board has jurisdiction in this matto', 

0. Among others, the statutes of Louisiana, New Mexico, North Dakota, 
and Oklahoma so provide. Citations for these laws are given in footnote 2, 
infra, p. 317. 

1. The eight-page Annual Report of the California Board of Barber 
Examiners is devot^ chiefly to a detailed statement of income and expense, 
by months. A very brief summary of non-financial activities, a table showing 
the number of barbers, barber shops, and population in each county, and a 
paragraph on penalty proceedmgs complete the Report. 

2. A substantial amount of overlapping exists with respect to the 
authority over sanitation possessed by state or local boards of health and the 
barber boards. In Los A^eles, for example, the Board of Health annually 
insi^cts and licenses all barber shops within the city limits; however, the 
California Barber Board is empowered to do the same thing, and every year 
takes disciplinary action against shop owners whom it finds to be violating its 
rules in this matter. 
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its regulatiOTB may be likened to medieval provisions governing 
the conditi<His of production, inspection of work, and the trade* 
marking of articles. 

The second class of regulations is somewhat restrictive in 
character. The most fundam^tal step in this direction is taken 
by those statutes, almost universal now, which require that no 
person may practice the barbering trade without fiist obtaining 
a license. More and more the acquisition of a license, or at least 
its retention, has been hedged about with restrictions. Usually an 
applicant for a license must possess certain qualifications: in Cali- 
fornia he is required by law to be of good moral character,* to be 
free from contagious disease,^ to have had ‘‘adequate^’ training or 
experience,® and to be able to demonstrate his skill to the satis- 
faction of the administrative agency.® It is not easy to estimate 
how effectively these various measures limit membership in the 
trade, but their tendency is clear.* 

3. In State vb. Walker, 92 P 775, 777 (Washington, 1907), a dissenting 
judge stated that he failed to see any necessary relationship between the 
public health and the morals of a barber, however determined. But most 
courts hav(‘ giv(‘n general, if somewhat vague, approval to this qualification. 

4. The early boards of health usually required this safeguard, and its 
obvious desirability has led to its uniform acceptance by the courts. It must 
be reasonable in scope, however, as the court declared in Schneider vs. Duer, 
184 A 914, 920 (Maryland. 1936). 

5. For example, the Maryland Barber Cbde required the barber to be 
trained in: “Scientific fundamentals for barbering, hygiene, bacteriology, 
histology of the hair, skin, nails muscles and nerves, structure of the head, 
face and neck, elemfmtary chemistry relating to sterilization and antiseptics, 
disea^ of the skin, hair, glands and nails, haircutting, shaving and arranging, 
dressing, coloring, bleaching and tinting of the hair." Laws (1935), c. 371. 
in holding this law invalid the Supreme Court of the State said, “Such require- 
ments are obviously far beyond the need,of this trade. . . . There is an apparent 
design, although indefensible and unreasonable, to give this simple and useful 
trade the characteristics and standards of a highly technical profession . . 
Schneider vs. Duer, 184 A 914, 918 (Maryland, 1936). See also Whitcomb vs. 
Emerson et al., 115 P(2d) 892 (California, 1941). For a more comprehensive 
discussion of these requirements, see Feliman, footnote 7, supra, p. 313. 

6. In the case of barbers, the examination is both written and manual. 
The absence of absolute standards makes possible the exercise of considerable 
discretion by members of the barber boards. See Feliman, op. cit. 

7. The California barber code was enacted in 1927, but the State Board 
of Barber Examiners did not report the number of licensed barbers until 1929, 
at which time there were 18,459. By 1945 this figure had declined to 15,434. 
Expressed in per capita terms, in 1929 there were about 3.3 barbers per thou- 
sand population; this ratio declined almost steadily to 1945, when it sto^ at 
2.2 b^bers per thousand population. It is, of course, possible that other 
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Noa*prioe regulatory measures wiiich attempt to reduce the 
rigors of competition by various means fall into this category also. 
Regulatory enactments forbidding barber shops to remain open 
after six o’dock or to operate on Sunday are examples of this sort 
of restriction. Such laws or ordinances operate presumably to 
prevent the more aggressive members of the trade from obtaining 
an advantage by offering greater convenience to customers. The 
varying attitude of the courts toward this type of regulation is 
exemplified in the peculiar Idaho decision which ruled that a state 
law governing hours of operation was illegal but that a municipal 
ordinance providing for the same thing was valid.® The attempt 
to prohibit price advertising by legislative enactment is similarly 
restrictive in purpose. Certain laws of this type even have gone 
so far as to forbid the barber from posting his price list in such a 
position that it can be seen without entering the shop. The purpose 
of this type of regulation evidently is to decrease the sharpness of 
price competition by reducing consumer access to price information. 
The courts have shown no sympathy toward such measures, 
striking them down whenever their validity has been contested.® 

Price-Fixing Laws, More extreme than the counterpart '‘Fair 
Trade’' and "Unfair Practices” legislation in the field pf retail 
merchandise distribution are those statutes which empower state 
boards of barber examiners to set minimum prices for barber serv- 
ices by areas within the state.^ The California statute, enacted in 

factors than restrictions on entrance to the trade have contributed to this 
decline. 

8. Pearce et al. vs. Moffatt, 92 P(2d) 146 (Idaho, 1939). 

9. For example, a provision of the Ohio statute empowering the Board of 
Barber Examiners to suspend, revoke, or refuse to issue a license to any 
barber who advertised the prices of barber services in any form whatsoever 
was declared unconstitutional in Jones vs. Bontempo et al. 32 N.E. (2d) 17 
(Ohio, 1941). See also People vs. Osborne, 59 P(2d) 1083 (California, 1936). 
However, limitations on price advertising may remain in effect for some time 
in the al^nce of court test. The Rhode Island barber service prioe fixing 
law, cited in footnote 2, p. 317, infra, forbids price advertising and has femained 
uncontested since its enactment in 1942. 

1. The acts aimed at reducing the stringency of price oompetitloii 
between retail institutions fall short of baxber pricing codes in several respects, 
Horizontal organization among retailers, i.e. concerted action, is forbidden 
rather than encouraged by the retailer laws. Moreover (1) the so-called 
“Unfair Practices Acts” do not set uniform minimum prices, but permit 
differentiation in prices as between dealers on the basis of individual variations 
in c<^ of operation; and (2) althou^ the “Fair Trade” laws specify a uniform 
minimum price, their application is limited to branded products, and then 
only &t the option of the brand-owner. In addition to the foregoing is the fact 
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1941, and in full operation though as yet inadequately tested in the 
courts, is typical in most particulars of laws of this kind in other 
states.* It begins with the following declaration of policy by the 
legislature: 

In enacting this statute the Legislature finds that unfair, unjust, destruc- 
tive, demoralizing and uneconomic trade practices have been and are now- 
being carried on in the operation of barber shops in the State of California, 
and that unfair competition exists between the individual barber shop owners 
and managers of this State to the extent that prices have been reduced by 
such unfair competition to the point where it is impossible for an average 
barber, although working regularly, to support and maintain reasonably safe 
and healthful barbering services to the public. 

Such conditions constitute a menace to the health, welfare and reasonable 
comfort of the inhabitants of this State, and tend to the transmission of 

As the barber business affects the health, comfort and well-being of our 
citizens, and of the public which patronize the barbers of the State of California, 
in order to promote the public welfare, health and safety, and to prevent the 
transmission of disease, in view of the personal touch and contacts manifested 
and exercised in the barber business, and the need for well-nourished, strong 
and healthy persons to engage in the barber business, the barber profession is 
hereby declared to be a business affecting the oublic health, public interest 
and public safety.* 

that, unlike the merchandise field, when competition is eliminated at the 
retail level in the service trades, there is none left. 

2. Cal. Stat. (1941), c. 317. Other states which have enacted what may 
be loosely referred to as the “moder* barber pricing statute include: Arizona, 
Laws (1939), c. 38; •Arkansas, Acts (1941), Act 432; Colorado, Laws (1937), 
c. 105; •Florida, Laws (1941), c. 20425; ♦Indiana, Acts (1939), c. 108 (repealed) 
and Acts (1941), c. 77; Kansas, Laws (1941), c. 298; Louisiana, Acts (1936), 
No. 48; •Michigan, Acts (1941), No. 309; Montana, Laws (1939), c. 150; 
New Mexico, Laws (1937), c. 2^; North Dakota, Laws (1943), c. 93; Okla- 
homa, Laws (1937), c. 24, Art. 2; ♦Oregon, Laws (1943), c. 330 (repealed), 
and Laws (1945), c. 198; Rhode Island, Acts (1942), c. 1253; ♦Tennessee, Acts 
(1937), c. ^6. In addition, two other states, Minnesota, Laws (1937), c. 235, 
and •Wisconsin, Laws (1^9), c. 514, have passed laws providing for the 
setting of prices ifor certain service trades, including barbering. Fundamentally 
these laws are very similar to the special barber statutes. Adverse court 
decisions have invalidated enactments in those states marked with an asterisk. 
It appears, then, that of the eighteen barber pricing laws passed to date, only 
eleven are still in effect. Three other pricing statutes, different in character 
although applying to the service trades, are not included in the above list. 
See footnote 5, infra, p. 318. 

3. Section 1. The declaration changes tack at this point to a 'let’s get 
our noses into the trough also” philosophy as follows: 

"In recent years social security, a ceiling for hours and a floor for 
wages, collective bargaining, prohibition against unfair trade practices includ- 
ing sales below cost, and validation of resale price maintenance agreements, 
together with many other reforms have been provided for many industries 
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JxL reomt years all pricing laws for the service trades have 
included labored introductions of this kind, which, in the quotation 
employed by one judge, ‘‘doth protest too much, methinks/'* 
Apparently this approach has been used in an attempt, often 
successful, to avoid the adverae court reaction which greeted three 
relatively early price-fixing laws for the service trades based upon 
an emergency need,* and to bring the act within the scope of the 
Nebbia decision.* 

and businesses, resulting in an increased standard of living for persons engaged 
in them and a consequent raising of the standards of service of those indus* 
tries and businesses to the public in terms of competency and sanitation. 

These reforms do not generally apply to barbers. Barber shops are 
usually very small establishments, very often owned and operated entirely 
by one man. Barbers do not sell a trade-marked conunodity; they are not in 
interstate commerce. 

In order then, that the state may do its part in protecting the public and 
in insuring a nondiscriminatory application of the recent increased movement 
to achieve social progress, this statute is enacted.” 

4. Board of Barber Examiners of Louisiana vs. Parker, 182 So. 485, 614 
(Louisiana, 1938). 

6, The laws of Alabama, Gen. Acts (1935), pp. 746-748, CaHfomia, 
Gen. Laws (Deering), 1937, Act 8784, and Iowa, Code (1939), c. 292.1, stated 
that an emergency situation existed among the service trades which affected 
commerce and the public welfare, and declared that it was necessary to 
provide for ”fair competition” by authorizing municipalities to pass minimum 
price ordinances when petitioned to do so by 60 per cent (or 65 or 70 per cent, 
as the case might be) of the members of a particular trade. All three of these 
laws were declared invalid, the courts holding that emergency does not extend 
the basic powers of the legislature and that those statutes constituted special 
group legislation quite beyond the constitutional power of the governments 
to enact. City of Mobile vs. Rouse, 173 So. 266 (Alabama, 1937), Ex parte 
Kazas, 70 P(2d) 962 (California, 1937), and Duncan vs. City of Des Moines, 
268 N.W. 547 (Iowa, 1936). The first Florida statute, Laws (1935), c. 16799, 
although founded on the premise of public health protection, declared that it 
was enacted to meet an emergency and specified that its duration was to be 
only two years. It was invahdated in State ex rel. Fulton vs. Ives, 167 So. 394 
(Florida, 1936). 

6. Nebbia vs. New York, 291 U.S. 502 (1934). In this decision the court 
discarded the narrower traditional view of industries subject to price regulation 
and stated (pp. 536, 537) ”The phrase 'affected with the public interest’ can. . . 
mean no more than that the industry, for adequate reason, is subject to control 
for the public good. ... If the laws passed are seen to have a reasonable rda- 
tion to a proper legislative purpose [which include the protection of public 
health, safety, and welfare], and are neither arbitrary nor discriminatory, the 
eequirements of due process are satisfied. ...” See also West Coast Hotel Co. 
VB. Parrish et al., 300 U.S. 379 (1937) and Olsen vs. Nebraska, 313 U.S. 236 
(1941). 

State courts, however, have differed in their interpretation of the Supreme 
Co^ decisions. Some have reasoned that price-fixkg legislation is consti- 
tutional in any business declared by the le^lature to be ^affected with a 
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The argument that prices must be fixed for barber services, 
in order to protect the public health and safety, has been stated in 
various forms by those courts which have upheld these laws, but 
in general it runs something like this. The barber and his equipment 
come into physical contact with the person of his customer; it is 
ess^tial from the standpoint of public well-being, therefore, that 
the barber be healthy and that his equipment be sanitary. If 
prices for barber services are too low, it is contended, not only will 
the barber’s health be impaired, with a resulting danger to cus- 
tomers, but he will be unable to afford to keep his tools in a sani- 
tary condition. It follows, then, that prices must cover the costs 
of maintaining a high standard of health and sanitation. This 
argument blithely ignores the critically important possibility that 
the demand curve for barber services may be elastic above prevail- 
ing prices, which will materially affect volume of operations,^ 
overlooks the fact that the state already possesses laws, assertedly 
enforced, providing for compulsory sanitation and inspection, and 
finally, does not take cognizance of the fact that disinfectants may 

public intorost/^ i.e. subject to regulation for the public welfare. The majority 
members of the supreme courts of five states, Florida, Louisiana, Minnesota, 
New Mexico, and Oklahoma, have adopted this viewpoint in approving price 
provisions in barber codes. Cf. McBae et al. vs. Robbins et al„ 9 So. (2d) 284 
(Florida, 1942), Board of Barber Examiners of Louisiana vs. Parker, 182 So. 
485 (Ix)uisiana, 1938), State vs. McMasters, 283 N.W. 767 (Minnesota, 1939), 
Arnold vs. Board of Barber Examiners et al., 109 P(2d) 779 (New Mexico, 
1941), Herrin et al. vs. Arnold, 82 P(2d) 977 (Oklahoma, 1938). On the other 
hand four state courts, those oif Arkansas, Indiana, Tennessee, and Wisconsin, 
have taken the position that the Nebbia ruling means only that price fixing 
statutes can be valid in those occupations or under those circumstances in 
which it is apparent that there is a clear and definite relationship between the 
fixing of prices and the protection of the public health, and they do not see 
this necessary connection in the barber trade. C5f. Noble et al. vs. Davis, 161 
S.W. (2d) 189 (Arkansas, 1942), State Board of Barber Examiners vs. Cloud 
et al. 44 N.E. (2d) 972 (Indiana, 1942), State vs. Greeson et al., 124 S.W. 
(2d) 253. (Tennessee, 1939), and State vs. Neveau, 294 N.W. 796 (Wisconsin, 
1940). In seven states barber price statutes remain untested by the courts, 
and in three others, California, Michigan, and Oregon, the fundamental 
question as to the state’s power to provide for such pricing has not been 
decided upon in those cases which have appeared before the courts. 

7. As a matter of fact, the price of ^aves in Los Angeles is so hi^ (the 
legal minimum is 35 cents, the typical price, 75 cents) that the number soM is 
negligible, although the fact that in some instances barbers are unwilling or 
unable to perform the service may contribute to this absence of volume. See 
footnote 2, infra, p. 327. 
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be puiehased for so little that ineome aad sanitation bear little if 
any relation to each other.* 

After stating the legislative intent to protect the public health 
and welfare, the California law, typical of many, grants the State 
Board of Barber Examiners certain general powers, and then 
specifies the following provisions regarding minimum prices: 

The board may establish minimum price schedules for the various items 
of barber services for any city or county upon its own motion, or upon the 
filing of a petition with it, requesting a minimum price schedule for that city 
or county, signed by 76 per centum of the barbers in that city or county.* 

In providing that the minimum pricing process may be invoked 
either upon the Board’s initiative or upon petition by members of 
the trade, California’s statute has followed a course midway 
between two somewhat extreme positions.^ The most conservative 
of these, in the sense of delegating authority in price matters to 
members of the trade, specifies that the decision to impose minimum 
price schedules rests solely with the board on its own initiative.* 
The other, and much more popular, position provides that the law 
is to become operative only upon petition to the board by a given 
percentage (varying from 50 to 80, but usually 75) of the licensed 
barbers of the area.* Indeed, most of these laws specify that the 

8. In the words of one judge, ^^Cleanliness and antisepsis are inexpensive. 
Limited amounts of forty per cent formaldehyde, two per cent carbolic acid 
solution and soap are the only disinfectants that need be purchased under the 
Board^s present rules. Laundry and the labor of scrubbing seem to be the only 
other necessary elements of cleanliness.’* State Board of Barber Examiners vs. 
Cloud ct al, 44 N.E. (2d) 972, 977 (Indiana, 1942). 

9. Section 2, §6556. 

1. The ICansas and second Oregon enactments are somewhat similar to 
the California law in this respect. 

2. This provision was incorporated in the first Florida law, the second 
Indiana measure, and the statutes of Michigan and Wisconsin. Each of these 
has been declared to be unconstitutional, but on grounds other than the 
retention of authority by the board. See footnote 2, p. 317, supra, for citations 
to the Jaws. See also. State ex rel. Fulton vs. Ives et al., 167 So. 394 (Florida, 
1936), State Board of Barber Examiners vs. Cloud et al., 44 N.E, (2d) 972 
(Indiana, 1942), Klosinski vs. Michigan State Board of Examiners of Barbers, 
13 N.W. (2d) 211 (Michigan, 1944), and State vs. Neveau, 294 N.W. 796 
(Wisconsin, 1940). 

3. For example, the laws of Arizona, ^Arkansas, Colorado, ^Florida 
(second law), ♦Indiana (first law), Louisiana, Minnesota, Montana, New 
Mexico, North Dakota, Oklahoma, *Oregon . (first law), BJhode Island, and 
♦Tennessee so specify. (The asterisk denotes that the law has been held to be 
invalid.) As might be expected, the initiative necessary to secure signatures 
on petitions for board action is provided by the leaders of barber associations. 
Thus, executives of the Los Amgeles chapters of the Journeymen Barbers’ 
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board may cmly approve or disapprove out-and-out agreementt^ as 
to m i nmuun prices submitted by the petitioners.' One may specu- 
late on the possibility of attempts being made to go one step 
further in limiting the powers of the board, that is, to strip the 
agency of its authority to veto an agreement, leaving it no dxoice 
but to Improve all prices set by the majority members of the trade. 
Under present laws, however, it is the responsibility of barber 

Union and the Master Barbers* Association joined forces to prepare petitions 
and send representatives to every barber in the area, in order to obtain the 
acquiescence of the required 75 per cent of the membership of the trade in the 
area. 

4. The specific requiring of minimum price agreements is to be found in 
the statutes of Arizona, Colorado, ^Indiana (first law), Louisiana, Montana, 
New Mexico, Oklahoma, ^Oregon (first law), Rhode Island, and •Tennessee. 
(The asterisk indicates t^t the statute has been held invalid.) The •Arkansas 
enactment and the second Oregon law go almost as far m this direction; they 
require that a suggested list of minimum prices accompany the necessary 
petition to the board requesting the setting of minimum prices. 

An analysis of these statutes reveals that all barber pricing laws now in 
effect permit, indeed in most eases require that barbers engage in legalized 
concerted action of some sort. There are, theoretically at least, three stages of 
such concerted action: (a) that in which barbers petition for action by the 
board, but do not Bp)ecify any particular prices; (5) that in which barbers 
petition for action by the board, with a specified set of prices mentioned; and 
(c) that in which barbers enter into an agreement concerning minimum prices 
and communicate their pleasure to the board for approval. It may be that the 
only difference, if any, between (6) and (c) lies in the legally binding effect of 
the agreement on signatories* prices. In one case involving an agreement type 
law, for example, the Supreme Court of Florida refused to consider the peti- 
tioner's contention that the law was unconstitutional, holding that it was 
unnecessary to rule upon this question because the petitioner must abide by 
the minimum price agreement which he had signed. Cf. Economy Cash & 
Carry Cleaners, Inc, et al. vs. Florida Dry Cleaning, Dyeing, and Pressing 
Board et al, 174 So. 829 (Florida, 1937). 

5. It is not astonishing that some courts have considered that such a 
‘‘rubber stamp” procedure constitutes illegal delegation of authority. For 
example, the Indiana Supreme Court pointed out that the minimum prices 
assertedly essential to the welfare of the general public would become operative 
only at the instigation of persons whose interest in the matter was purely 
selfish. Hollingsworth vs. State Board of Barber Examiners, 28 N.E. (2d) 64 
(Indiana, 1940). Cf. also Noble vs. Davis, 161 S.W. (2d) 189 (Arkansas, 1942) 
and La Forge vs. Ellis et al., 164 P(2d) 844 (Oregon, 1945). On the other 
hand, a number of courts apparently have not been disturbed by this procedure 
because they have approved laws providing for it. Cf, Board of Barber 
Examiners of Louisiana vs. Parker, 182 So. 485 (Louisiana, 1938) and Herrin 
et al. vs. Arnold, 82 P(2d) 977 (Oklahoma, 1938). In view of the fact that 
the United States Supreme Court has upheld Federal legislation containing 
similar provisions, it appears that the latter courts arc not in error in this 
respect. Cf. Currin vs. Wallace, 306 U.S. 1 (1939), United States vs. Rock 
Royal Co4>p, 307 U.S. 633 (1939), and Mulford vs. Smith, 307 U.S. 38 (1939). 
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boards to set or at least review the setting of minimum prices. 
Certain standards have been establiriied for the guidance of the 
boards in performing this function. The following sections of the 
Califorxiia statute again are typical of most other legation on the 
subject: 

Upon receipt of a petition under this article, the board shall investigate 
and ascertain those minimum prices which will enable barbers in that city or 
county to furnish modem and healthful services, using modem appliances and 
equipment, so as to minimise the danger to public health and safety incident 
to such services. 

In establishmg a mmimum price schedule, the board shall consider all 
conditions affecting the practice of barbering in that city and county, and the 
relation of those conditions to the public health and safety ... the board [also] 
shall consider the necessary costs incurred m that city or county in maintaining 
a barber shop in a clean, healthful and sanitary condition.* 

Most unbiased observers will agree that these standards 
permit the board to exercise considerable discretion in administer- 
ing the law. This is perhaps necessary, and the degree of latitute 
of interpretation is certainly no greater than that granted to the 
Federal Trade Commission in proscribing ‘‘unfair methods of 
competition . • . and unfair or deceptive acts or practices in 
commerce.’’^ 

In connection with the provisions for minimum pricing, an 
interesting question has arisen regarding the possibility of reducing 
minima established in accordance with the law, if and when such 
a course is indicated. Often no provision is made for such an even- 
tuality in barber service price-fixing laws. The legislature may 
have had this problem in mind when the following section of the 
California Barber Law was drafted: 

If the board, after investigation made either upon its own initiative or 
upon the complaint of fifty-one per cent of the barbers in the city or county 
for which the minimum price schedule is eetablished, determines that the 
mmimum prices so established, or any of them, are msufl&cient properly to 
provide healthful services to the public and to maintain a sanitary barber shop, 
or thaX any minimum price set rreaiee an undue hardship on barber shop owners 
and operaiors^ the board may vary or refix minimum price for any barber 
service m that city or coimty. {Italies ours.)* 

6. Section 2, {6556, subsections 4, 5, and 6. 

7. 38 Stat. at L. 717, 719 (1914) as amended by 52 Stat. at L. Ill (1938). 

8. Sectiem {6557. In refixing minimum prices, the boards usually are 
required to follow iq>proxiinatc(ly the same procedure as that set up for original 
action in this regard. Under Oedifornia law, as indicated above, a change is 
jpade in the percentage of the members of the occupation who must request 



miLD PBicma nr tbb sbbvios tradbs 


838 


Assumixig that the italidced phrase ^ves the Board power to 
reduce as well as increase minimum prices, when conditions 
warrant such action, the California law may be said to reflect a 
degree of enlightenment on the part of the draftsmen not present 
in those responsible for the writing d the statutes of some other 
states. Most laws have not been framed with so much foresight; 
the proponents of most enactments were so intent upon insuring 
higher prices that they failed to realize that achievement of their 
goal might in the long run reduce their income. This dilemma 
became so acute in New Mexico, which operates under a similar 
law in an allied trade, that the Board did lower the minimum 
prices, in spite of the fact that the enactment did not specifically 
provide for such action. On appeal, the court justified the Board’s 
move by a lengthy and rather strange interpretation of the statute's 
use of the word “insuflicieni.”* In reality, the court said, this 
proraion should be interpreted to mean that prices must be such 
as to provide the members of the trade with enou^ income to 
fulfill the purposes of the act If high prices so reduced volume of 
business that income was impaired, the court argued, then they 
were “insufficient” and the Board was correct in reducing them! 

Enforcement. Statutory provisions regidating the conduct of 
investigations and hearings by barber boards are often extensive. 
The California Barber Law, for example, requires that the Board’s 
procedure in gathering evidence “shall provide for a reascmable 
notice to all persons likely to be affected by orders to be made by 
the board after such investigation, for opportunity to be heard 
either in person or by counsel, and for opportunity to introduce 
testimony in their behalf at a public hearing to be held for that 
purpose.”^ Omission of such safeguards in one statute led the court 
to hold it invalid.* At times irregularities in the procedures 
followed by some boards have demonstrated the necestity of 
including such provyons in these statutes.* 

the adjustment (reduced from 75 per cent to 51 per cent). A few laws merely 
specify that a “representative group” may petition to have the board act. 

9. Nissen et al. vs. Miller et al., 105 P(2d) 324 (New Mexico, 1040). 

1. Section 2, $6555. 

2. That of Florida. See Robbins et al. v. Webb’s Cut Rate Drag Go., 
16 So. (2d) 121 (Florida, 1943). 

3. The procedure used by the Indiana Board of Barber Examiners is 
illustrative of such irregularities. It announced that it was about to set nuni* 
mum prices for barbering services in the city of Huntington, in whidi there 
were six downtown and six outlying shops. A hearing was oidered.to obtain 
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A final aspect of the barber laws is thdr treatment of violations. 
Most laws, including the California enactment, provide such 
drastic penalties for violation of minimum prices that the barber 
has no choice but to conform, assuming that the law is enforced. 
For example, violations often constitute misdemeanors subject to 
fines of from $25 to $300 and/or impriscmment of from ten days to 
one year. Typically, each day’s operation of a barber shop at 
prices below the minima constitutes a separate violaticn. Further- 
more, the license of an offending barber maybe suspended, revoked, 
or renewal denied. Thus, he may lose his means of earning a 
livelihood. The severity of these penalties and the absence of 
complexity of price schedules in the barber trade simplify problems 
of policing, which is undertaken unofficially by trade organizations 
and supplemented by voluntary reporting by members of the 
occupation. Because of the very real possibility that barbers 
would not risk continuing penalties in order to contest an action 
by the boards in the courts, some laws make specific provision that 
a minimum price order may be appealed to the courts within 
twenty days, during which time the order may be suspended.* 

Today, associations of barbers harp continuously on the need 
for the prevention of “uneconomic” practices and for “fair” 
prices.* Some groups have gone beyond mere exhortation of 
members. The Associated Master Barbers’ group continually is 
engaged in an active program of “education” deigned to instill 
in barbers the concept that their occupation is a profession whose 
members should receive a “worthy” return. Executives of the 
Association personally contact members of the trade from time to 
time, pointing out the disadvantages to all of “unfair trade 
practices,” and the need for the maintenance of an “ethical” shop. 
The Journeymen Barbers’ Union maintains more effective control 
over its section of the trade through the union contract with 

evidence regarding proper minimum prines. But the announcements were 
printed and mailed by the owner of one of tile downtown shops was not a 
member of the Board), and the hearing was held in secret with four of the 
downtown shop owners present. The Supreme Court of Indiana condenmed 
the procedure, and incidentally struck down the law. ^te Board of Barber 
Examiners vs. Cloud et al., 44 N.E. (2d) 972 (Indiana, 1942). 

4. For example, the North Dakota statute so provides (cited in footnote 
2, p. 317, supra). Other state laws include provision for review, but omit any 
suspension of the operation of the order during the period of appeal. 

5. See, for example. Master Barber Magazine, issues February 8 
to April 19, 1939, inclusive. 
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shopownere. The standard coUectiTe bargaining agreement 
between the union shop proprietor and Local No. 295 (Los Angeles), 
representing employee barbers, contains a clause which specifies 
the schedule of prices to be charged by all union shops. These 
prices, needless to say, are higher than the minima established 
under the provisions of the state law.* The proprietor of a one-man 
shop must conform to the union price list, if he wishes to obtain a 
“union shop” card, the display of which may be essential in strong 
union localities. Of course, the degree to which union activity 
can influence price depends largely upon the extent of unionizaticm 
of barber shops in each area.^ 

Concerted action of any sort that is taken to obtain relief from 
the pressure of price competition may have long-run results not 
looked for by members of the group. This appears to be particu- 
larly true of the barber trade, because of the “product” charac- 
teristics which influence the determination of prices for its services. 

Economic Aspects of the Pricing of Barber Services 

Charaderistics of the "Product" and the Market. The “products” 
of the barbering trade, so to speak, are personal services, the most 
important of which are haircutting and shaving. These services 

6. In Lob Angeles, for example, the union shop must charge $1.00 for 
haircuts (75 cents for children, except on Saturdays) and 65 cents for shaves; 
the legal minima are 65 cents and 35 cents for haircuts and shaves, respectively. 
In at least one court case, the legality of a collective bargaining agreement 
specifying prices has been upheld. The Supreme Court of Arizona required 
shop owners signatory to such an agreement to abide by the price schedule, in 
spite of their contention that such a contract was invalid as against public 
policy, because of its tendency to restrain trade. Henderson vs. Ugalde et al., 
147 P(2d) 490 (Arizona, 1944). But cf. Cleaners, Dyers, and Pr^ers Local 
Union, etc. vs. G. H. W. Cleaners and Dyers, Inc., 7 So. (2d) 623 (Louisiana, 
1942). The condemnation of certain union-management agreements regarding 
product pricing by the United States Supreme Court in AUen-Bradley Co. et al. 
vs. Local No. 3, I.B.E.W., 325 U.S. 797 (1945), may cast some doubt on the 
legality of these contracts, but an important feature of the AUen-Bradley case, 
combination among employers in their negotiations with the union, is absent 
in the barber situation. Furthermore, employed barbers are paid a commission 
on the services performed; hence their wage depends upon the price of the 
service, and the court might hold that the fixing of the price was a ^'legitimate'’ 
union objective. 

7. Union price regulations may bear heavily upon smaller, less attractive 
shops, and proprietors of such establishments usually oppose unionization. 
Thus, in Los Angeles, the majority of the "East Side” shops were found to be 
non-union. It is reported that in some cities, particularly Chicago, groups 
have emulated the medieval guildsmen in resorting to violence to ensure 
group action. 
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must be perfmmed at the point of sale; they cannot be transported 
or transfened. Competition, unlike the situation in merchandise 
lines, occurs only at a single level, that is, no competition exists 
between distributors as distinct from and in addition to competi- 
tion between producers. Storage of barber services is impossible; 
hence these services are perishable in the labor sense, and loss of 
patronage resulting in idle time tends to mean irrevocable loss of 
income to the barber. 

In the purchase of barber service, convenience to the buyer is 
of great importance; the location of a shop convenient to the 
buyers’ homes or places of work is essential in most instances. 
And since, in the absence of artificial restrictions, entry into the 
trade is fairly easy (the practice of barbering requiring only a 
limited amount of skill and training and the investment necessary 
to open a barber shop being small), additional shops may be 
expected to appear wherever barbers believe they can attract 
sufficient local patronage to meet the modest expenses of operation, 
mcluding a living wage for the shop owner.* The number of 
customers any business unit must obtain need not be excessively 
large, ance the relatively low unit price of the service sold is 
somewhat offset by the repetitive nature of the demand. • 

As a result of these factors, the typical geographical pattern 
of barber shop location is one of considerable dispersion, accompa- 
nied by a certain amount of local concentration in primary and 
secondary shopping centers. The entire metropolitan market, then, 
is broken up into a number of relatively small areas, each occupied 
at most by but a few shops. Thus, oligopolistic conditions exist 
within each district. These small markets are not mutually ex- 
clusive, however; typically they overlap, making possible the 
transmittal of the effect of price changes from one to another. 

The services performed by barbers are not homogeneous. 
Mention already has been made of differences in shop location, 
size, and facilities. To these must be added variations in the 

8. On the other hand, the convenience of the consumer requires that the 
barber shop be large enou^ to minimize waitmg for service And even more 
important, only the large shops ordinarily obtam enough volume to support 
an extensive variety of associated services, e g. manicuring and shoe shmmg 
These latter factors exert some limiting influence on the openmg of additional 
shops in an area, and tend to encourage the mcrease m size of shops already in 
operation. 
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aiq^earance of the shop, both exterior and interior.* This absence 
of homogeneity creates ^'product’’ differentiation that profoundly 
affects the pricing problem. The degree to which an individual’s 
buying habits are influenced by variations among shops depends, 
of course, upon the importance he attaches to the various differen- 
tiating factors, which, in turn, depends to some extent upon his 
income in relation to the prices charged in the particular market.^ 
Stated in another way, the strength of his preference for a partic- 
ular shop in terms of the price premium he will pay at that shop 
will be governed largely by the relative unattractiveness of avail- 
able alternative offerings or opportunities. These include a re- 
duction in the amount of the service he will consume and an 
attempt to obtain service at a lower cost.* The sum of the decisions 
made by all individuals in the market with respect to these al- 
ternatives determines, of course, the position and shape of the 
demand curves for the barber shops in the market, both of which 
vary with chan^g conditions.* 

9. Furthermore, it should be noted that even individual barbers within 
a shop ai’e significantly dissimilar in personality, skill, and willingness to defer 
to each customer’s tastes. 

1. The setting of prices in the barber trade is affected to some extent by 
the information available to both buyers and sellers. Mass advertising media 
are not used extensively; information as to prices is obtained most usually by 
observation of shop signs and by word of mouth. Thus consumers may not 
be quickly aware of price changes, and as a result may continue a pattern of 
buying longer than would otherwise be the case. For example, a number of 
persons interviewed in the Westwood-West Los Angeles area did not know 
that certain shops had been charging 25 cents less than the 'hmiform” price 
for haircuts for over a year. In another instance, a customer of one of the 
lower price shops had continued his patronage after a price increase, because 
the proprietor had stated that ^^all shops were going up to $1.00.” Actually, 
several remained at the old figure. 

2. More specifically, the customer may continue to patronize his preferred 
shop, but reduce his consumption of the service by allowing a greater time to 
elapse between visits. He may even take part in some concerted opposition to 
high barber prices. Or he may transfer patronage from his preferred shop to 
a somewhat less desirable, but also less expensive, establishment, if there is one 
in the same district or in another market area. Of the more remote alternatives 
available to the consumer, the most feasible, perhaps, is the possibility of 
acquirmg tools and performing the service himself, a course of action already 
adopted by consumers m the case of shaving (cf. footnote 3, p. 333). Finally, 
since these items are only semi-necessities, it is conceivable that the dissatisfi^ 
consumer could adopt a style which permits him to dispense wfth a barber 
service entissy. 

3. It sh<^d be emphasized that a priori, at least, the nature of consumer 
demand is greatly influenced by changes in income. Thus, in periods of relative 
prosperity or “stability,” a luge proportion of the public may be expected 
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While a substantial degree of differentiatian obtaina among 
barbers in the minds d consumers, some customers of all shops are 
likely to be s^isitive to price changes. Therefore, an individuai 
vendor can be expected to practice some foresi^t wh®a contider- 
ing a change in price. That is, he is apt to hesitate about reducing 
prices because of possible retaliatory action by competitors, and to 
show some reluctance about raising prices because of a possible 
loss of custom if rivals fail to follow suit. However, the oligopo- 
listic-monopolistic competitive situation (smallness of numbers 
combined with “product” diflFerentiation) is far from perfect, due 
to incorrect estimates by individual sellers, ease of entrance into 
the field, and so forth, and thus a considerable degree of price 
competition may prevail. Group action, of course, may increase 
the individual’s discemment, and minimum price legislation may 
require him to conform to a certain extent to the group pattern. 
Each of these restrictive influences may produce its own effect on 
the price, and the effect of each must be considered separately. 

Pricing Withavi Re^ridion on Individml Adion. In the 
absence of restrictions on the actions of individual barbers, prices 
for their services may be expected, on a basis of abstract thinking, 
to reflect the oligopolistic-monopolistic competitive characteristics 
of the trade. Thus, a sort of equilibrium may obtain, in which 
price variations may exist from shop to shop, or at least from one 
class of shop to another class.^ These variations measure the 
barbers’ estimates of the divergent abilities of each shop to attract 
patronage. Should a proprietor overestimate his shop’s drawing 
power, and as a result set prices on his services which are too high, 
the ensuing decline in volume of business should, in time, inform 

to place more emphasis upon convenience and shop attractiveness than upon 
even a substantial saying in price. On the other hand, in periods of depression, 
many buyers may be expected to become sensitive to differences in price of 
only a few cents. It follows, then, that the ability of **product” differentiation 
to support price variations among shops changes considerably as consumer 
income rises or falls. 

4. Mention already has been made of the fact that several shops in the 
small Sawtelle shopping district d Los Angeles charge substantially different 
prices. Similar situations were found to exist in many other sections of the 
metropolitan area. And one instance was reported by the Secretary of the 
local chapter of the Associated Master Barbers of America in which four 
shops, all located in the same block, were charging, respectively, 66 cents, 
76 cents, $1.00, and $1.26 for a haircut. Such a range is not apt to obtain in 
“poor” times. 
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him of error.* On the other hand, a price so disproportionately 
low rdative to the establishment’s “product” advant^es as to 
seriously cut into the volume of competing businesses, almost 
inevitabb^ would lead to retaliatory actimi on the part of the 
latter, thus tending to nullify the increase in patronage gains by the 
low price.* It is possible, of course, that in such a case the amount 
of business done by every shop in the market area would increase 
sufficiently to make the new price level more profitable, either 
because custom had been attracted from contiguous market areas 
or because total consumption of the service had been expanded at 
the lower price. However, if barbers in neighboring districts are 
likely to retaliate, or if the over-all demand curve is not such as to 
bring about a general increase, a price cut would serve only to 
reduce the net revenue of each establishment in the market area. 
The intelligent oligopolist, in the absence of great pressure to do 
otherwise, then, is apt to realize that his most profitable policy is 
to stay “in line,” that is, to price his service in such a way that he 
neither loses too much custom to, nor gains too much custom from, 
other vendors in his market. 

This assumed condition of stability m the barber trade is 
vitiated to some extent by the relative ease with which shops may 
be opened and the inability of individual barbers accurately to 
forecast the effects of their actions. Price reductions are apt to take 
place, particularly in periods of reduced consumer demand. Price 
cutting in such cases (which, unlike its counterpart in retail 
merchandising, usually originates not with the large but with the 
smaU vendor)^ may then continue until some barbers, perhaps 
many, are forced into other occupations. The effects of price cut- 

5. It appears that in certain instances operators, particularly of one-chtw 
shops, believe that approximately the same net revenue can be obtained at 
two different prices, the higher of the two being offset by lower volume, i.e. 
that the demand curve for their services possesses unit elasticity between the 
two prices. In such cases the proprietor usually elects to charge the higher of 
the two prices. 

6. Mr. H. R. Huntsman, Secretmy of the Los Angeles Chapter of the 
Associated Master Barbers of America, vigorously echoed the idea that “one 
rotten apple spoils the whole barrel,” i.e. in a stable situation a single price 
cutter forces all the shops in the market to drop their prices. 

7. Although mention was made by Mr. Huntsman of certain “unethical” 
entrepreneurs who undertake to operate on a mass production basis, that is, 
to operate a large shop on a low price, large volume policy in order to obtain 
the amount of business necessary to cover the relativdy large overhead burden 
(rent, guarantees to journeymen, etc.). 
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ting am not limited to the local market, of course. Ihe barber 
located in an outlying section of a market area in which price cut- 
ting has occurred may be forced to drop his price when others in his 
area do so, with the result that he may attract enough patronage 
from an adjoining area to cause barbers in that market to drop 
their prices. In this way price cuts are transmitted from one area 
to the next. Moreover, the process may be speeded up considerably 
by the fact that, to a certain extent, barber shops in the centr^ 
shopping district may offer competitirm to the shops in all, or almost 
all, outlying districts; therefore, as downtown shops are forced to 
lower prices, those in other areas will tend to be affected. 

Pricing with Concert of Action hd without Benefit of Legie- 
lotion. The effect of concerted action on prices depends upon the 
degree of control exerted by the group and upon the nature of 
demand for the services. In general, however, one would expect 
concerted action to result in (1) greater promptness in raising prices, 
because individual sellers would not have to worry about pricing 
themselves out of the market; (2) higher prices than would be 
likely in the case of sellers acting individually; and (3) more 
“stickiness” in prices in times of business inactivity, resulting from 
both (a) an absence of promptness by sellers in reducing pricra and 
(b) smaller reductions when cuts finally are made. To the extent 
that prices are higher generally, and to the extent that less oppor- 
tunity exists to obtain service at prices “below the market,” the 
consumer is adversely affected by concert of action by sellers. 

Complete control of pricing by group action results, in effect, 
in monopoly price, assruning that those responsible for pricing 
policy are enli^tened.* In order to obtain the full benefits of 
monopoly, however, it would have to be accompanied by some 
power to restrict entrance to the field. In the absence of such 
restriction, monopoly (or rather perhaps “sub-monopoly”) prices 
would encourage the establishment of additional shops until the 
volume of business done by most would be so reduced as to elimi- 
nate the element of monopoly profit. In other words, the high 
price might result in a greater number of establishments, each 
operating at a volume substantially below capacity, but without 

8. Althou^, because of many different sellers faced with varying market 
and cost conditions, a price which would maximise net income for one would 
be ruinous to another, hence the price charged in the market probably would 
differ from that which would be imposed by a single seller, asanming no pries 
discrimination. 
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tfaa pmmm legulting from mereaaed niunbezs of aeUm ahnoat 
i^evitebly would hseak down the pnee structure, perhaps pro- 
eipiitatwg a price war. From the i^4uidpqiut of the seller, eou^ 
l^psiativf omoerted actioa in price matters is not safe, because 
of its somewhat questionable legality in many jurisdictions,* 
and because of a probable absence of unanimity of action on the 
part of the sellera, particularly in d^>resaiQn times. 

Pricing mih Minimum Price LeffMatim bui mtho%et Extra- 
legal Concert qf Action. The introduction of a under 

prices fta* barber services by legislative action may affect the trade 
in various wnyUy depending upon the circumstances* If the ^‘floor” 

a. It is act dear to what extent coousert of action by barbm may be 
deemed to be illegal. Under the common law, oombmations or agreements 
which unreasonably suppress competition or restrain trade are illegal and void 
as against public policy (41 C.J. 101). Some jurisdictions apply proscrip- 
tion only against restraints in the trade of necessities; others, however, have 
extended its scope to any lawful trade or business (41 Q. J. 129). For example, 
in Peter Graf et al. vs. Master Horseshoers* Protective Asm., 15 O.D. 18 
(Ohio, 1904) the court refused to enforce an agreement requhnng that eertain 
minimum prices be charged by the mendieie ol an Msooiation of horseshoers, 
holding that defendants not only did such work themselves but also employed 
others and therefore were not entitled to the exemption often granted hhor 
organizations. See also footnote 6, p. 825, supra. At beet, the common law 
does not actively prevent restraints of trade, ^te anti-trust laws also cannot 
be reUed upon to render concerted action by barbers illegal. In the first 
place, some states, e.g. Delaware, Oregon, do not possess such enactments. 
Other states, e.g. Ck)lorado, have been deprived of their anti-trust acts by 
virtue of court deckdons ruling them unconstitutional. Cline p. Prink Dairy 
Co. et al,, 274 U.S. 445 (1927). Still other furisdictions possess anti-trust 
measures whose provisions proscribe '^combinations in restraint of trade in the 
production or sale of artidee or cammoditiee** (Italics ours.) In these instances 
courts may or may not include services within the scope of the law. In Mis- 
souri, for example, servioas, including insuraaoe, were held to be commodities in 
State ex rel Crow vs. Firemen's Fi^ Insurance Co. et al, 52 8.W. 595 (Mis- 
souri, 1899). See also Atlantic Cleaners and Dyers, Inc. et al vs. United SUtes, 
286 U.S. 427 (1982). In Nebraska, on the othtf lumd, laundries were excluded 
from the operation of such a law in Downing vs. Xiewis, 76 N.W. 900 (N ebraska, 
1898). The majority of state legislatures have employed fairiy sweeping phrases 
in their anti4i^ enactments, such as forbidding "oombmtiona restrictiz^ 
trade and oommeroe," or even "restricting the free puisuit of any business.*’ 
This language would seem to cover services, but in at least one instance a 
court ruM that laundries were not in commerce within the meaning of the 
law. State vs. McClellan, 98 So. 748 (Louisiana, 19^). As a^ reault ol these 
varying laws and deoiaions, then, barbers in a number of states seem to be rela- 
tively free to engam in oam)erted activities, although such activities may come 
within the sopi^ m tim Sherman Act to the extent that apprcwal of lo^ col- 
lective bargaining agreements containing minimum price provisions is required 
by the union's h^ office located in another state. 
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is rdatively hi^, that ia, if minimum prices are set above timse 
previously charged by some members of the trade, it is very likely 
to drive these low-price shops out of businesB, because the basis 
upon which they could exist would then be reduced or even elimi- 
nated,* unless their better located or equipped competitors raised 
thdr prices proportionately, and even then the amount of service 
purchased may be affected. 

Consequently, the introduction of price “floors” is likely to 
favor those barbers having the most attractive and most advan- 
tageously located shops. On the one hand, during periods of 
relative prosperity the minimum price schedule exerts a p^cho- 
logical pressure to force prices upward, many “superior” shops 
using the minima only as points of departure. That is, the poorest 
shops must charge the minimum prices, at least, while the pro- 
prietors of better shops exhibit a tendency to assume that they 
should, and can, obtain a differential above this price.* The wide- 
spread acceptance of this attitude makes it much more likely that 
uniformly higher prices can be established. Incidentally, prices 
may be higher with extral^al concerted action than with legal 
minima in good times. 

The better shop also has the advantage over poorer shops in 
periods of stress, since the premium barber can cut his prices to 
the minima if necessary, knowing that he will draw customers from 
his less attractive or less conveniently located rivals, with the full 
assurance that the poorer competitor has been deprived of his only 
means of compensating for his “product” disadvantages — the 
right to reduce price. In such circumstances, then, the prices of 

1. Precisely this situation occurred in Louisiana, giving rise to the first 
test of the barber minimum price law of that state. Cf. Board of Barber 
Examiners of Louisiana vs. Parker, 182 So. 485 (Louisiana, 1938). In this 
instance, the protesting barber, Parker by name, had operat^ profitably an 
outlying shop on prices of 25 cents and 15 cents, respectively, for haircuts and 
shaves. The Boa^ of Barber Examiners established minimum prices for these 
services of 40 cents and 25 cents, respectively. Parker followed the new price 
schedule for two months, during which time his business so declined that he 
was no longer able to support his family. He contended that many of his 
customers could not afford to pay the higher prices, and that others no longer 
patronized his shop. Presumablyy some barbm in the area b^efited by the 
loss suffered by Parker. The court upheld the law. 

2. For example, the operator of one small, old-fashioned shop explained 
that he felt he should idiarge a price above the minimiiTn because there were 
shops in Los Angeles that ime older, less clean, and less favorably located 
thanhis. Proprietor aojingtiinas reflect a social as well as an economic attitude 
toward their prices. 
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barber services would tend to drop to the legal minima, and 
certain shops would be placed in a precarious position, as has been 
indicated, unless a reduction in the minima were obtained. Such a 
reduction is likely to be somewhat slow, since it must be based upon 
the gathering of evidence and the hdding of hearinp, preceded in 
some states by the filing of petitions; furthermore, the application 
of revised minima may be delayed by court action by one or a few 
barbers. Thus, in poor times prices are likely to be higher with 
legal minima than with extralegal concerted action. 

Pricing with Minimum Price LegislaHon Undergirding 
Extralegal Concert qf Action. A combination of extralegal concerted 
action superimposed upon minimum price schedules is likely to be 
the most satisfactory scheme from the point of view of the majority 
of sellers, in short-run terms at least. The introduction of minimum 
price legslation tends to reinforce greatly the price “stability” 
obtained by group activities. (In this setup, in fact, one great 
danger to the barbers is that they will overprice the service they 
sell, with some permanent loss of custom resulting.)* The schedule 
of legal minima removes the rock upon which most concerted 
activities foimder — the action of a single member of a group, 
which demolishes the price structure by cutting prices in an attempt 
to gain volume at the expense of other members of the group. Of 
course, low minima may permit some drop from the prices set by 
extralegal concerted action; but the typical price cutter knows that 
should he start a price war, he may soon lose his only competitive 
advantage, the right to lower his prices still further. Moreover, 
he may not drop very far and remain within the law. Therefore, 
he is much more likely to remain "in line.” Equally important, as 
pointed out above, the legal "floor” gives the leaders of group action 
the psycholopcal support, and even the machinery, for "pegging” 
prices above the minima.* The result is that in Los Angeles, for 

3. See footnote 2, p. 327, supra, regarding consumers’ alternatives to 
pa 3 ring high prices. The high prices now charged for shaves may be partially 
responsible, at least, for the fact that this service is no longer purchased in 
significant volume. Of 278 barbers in Los Angeles questioned on this point, 
2^ reported that they gave very few (less than four) shaves per day. This 
is in contrast ?rith the situation reportedly existing twenty or more years ago, 
when barbers’ time on some days was completely taken up with shaving. 

4. That is, the legalised activities engaged in by group representatives in 
securing signatures on minimum price petitions to the State l^ard provide a 
precedent for, and impart a pseudo-legality to, subsequent activities respecting 
prices undertaken by the same individuals. The effectiveness of this tec^que 
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erampb, over 90 per oe&t of the ghope in the aiea operate tm<far a 
•et ol prioee above the minimum piiee sdnedule.^ A eurvesr d S6 
OQimtim of CaUfomia reveals the same relationship between actual 
asui rnmimum piioea* 

may be attested by tbe results of a aneetii^ of members of the Loa AngBiRB 
diapter of the Associated Master Barbers in 1M4, in which it was declared 
that an increase in prices of barber services was warranted by changed oondi- 
tions^ i.e. augment^ consumer income and increased costs of biud>er shop 
operation. Aceordingtoanexeaithreof the Association, within one week after 
the meeting 85 cent of the membership, under no compulsion by law, 
adopted the proposed new schedule of prices. 

5. A survey conducted in Los Angeles during the week of October 12, 
1245, in whieb approximately anenrixth of theshope of the central metropolitan 
area were inyestigated, revealed the following dhrtmbutian of prices: 


HftiroutB 8h»m 


Prioee 

Number 
of Shops 

Per Cent 
of Total 

FHooi 

Number 
of fihopa 

Percent 
of Total 

$1.25 

1 

.4 

$1.00 

8 

3.8 

LOO 

188 

04.4 

.78 

111 

89.1 

.85 

4 

1.4 

.08 

79 

34.0 

.78 

74 

28.8 

.80 

84 

29.0 

.05* 

23 

80 

.35* 

11 

8.9 


287 

100.0 


284t 

100.0 


* The legal tniidina for Loe Angeles County, until Deoember 1, IMS, when they ivere 
raised to 75 oants and 50 oants, remotiyely. 

t This total is smaller than that shown for shops reportiog prices of halrouts, because the 
proprietors of three eetablisbnenta refueed to sell shaves. 

a 

As noted in footnote 6, p. 825, the union’s standard prioee for haircuts 
and shaves are, respectively, $1.00 and 65 cents. Of the barW riiops surveyed 
in Los Angeles, 135 were reported to be union shops. Apparently a few of 
these proprietors failed to abide by the union price for ^ves. 

6. A questionnaire was sent to an iq>parently qualified observer (a 
newspaper ^tor or county official) in the county seat or largest city in each 
county of California (with the exception of Los Angeles County, v^ch was 
invesrigated by personal survey, and Alpke County, in which no l^ber shops 
are operated). The reepond^t was asked to indicate the typical prioes for 
haircuts and shaves in his town, and to state the range of prioee. The data 
obtained from the returns to the questionnaire justify certain generalisations: 

Haireuto Shave* 


Counticc With CouittiM Without 
Legal Minima Legal Minima 

Tyineal No. of No. of 

Pnoee Coun- % of Coun- % of 
IteporM tiee Total tiee Total 


CouBtiee With 

T ifl gal 

Typioal No. of 
_ftioe* ^ Conn-' ^ of 


Coontioe Without 


Beported tiee 


No. of 

Coun- % oi 

otol tiee Total 


S .05* 1 

.75 13 

M 8 

1.001 80 


2.4 

sao 

7.1 

01.9 

im 


0 

7 

0 

7 

IT 


0.0 

50.0 

0.0 

50.0 

m6 


$ .85t 
.50 




8 7.1 0 0.0 

10 lai 9 04.8 

8 4.8 0 0.0 

21 50.0 5 85.7 

"if 1553 TZ 1553 


* Ctf the 42 oouAtiee (to addition to Loe AngsHm County) poeneiing leeal minimum 
pri^ in December, 1945, 19 haa been aeeigned a mi^^um ptiM for nairoute of 05 oenta, 
28 had OO eente, and 1 had SS cento 

t The lesal mininotia hw ihavee waa 86 oenta in all oounttoalor which minima had been 


tSinoe theeedsto t s toa e s aettid, the typical price of hakaute in i 
advanced to 81.25. 
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Barber legiriatioii nduees Ika dkarpaaeoa of price eonapetitiim 
(aheaffy dulled by a eonditioii of digopdietb foneq^itedBees) by 
leduriiig the (q>portuaitie8 for ioidividiual initiative in setting 
prices. In the service trades, reduction in eompetition at the 
retail levd is partioolarly serious, because there is no 'competition 
at tiae manufacturing level (as in merchandise lines) upmi wbaoh 
cmuMinen can rely. Legislation in combination with ncn-l^priative 
concerted action makes at once for a hi^daer level of {mcee than 
would exist otherwise and for a reduction of opp<Htuni(y on tite 
part of consumers to satisfy their desire for this service by availing 
thmnselveB of bwer-priced alternative offerings. If legislatifla 
the type described above k to be justified at all, it can only be when 
competition can be relied upon to keep prices within reasonable 
bounds; it oertadnly cannot be condoned when extralegal concerted 
activities by sellers are allowed to exist, so that monopdistic pric- 
ing is superimposed upon a system of l^al minima. Actually, 
this is a regrettable step in the direction of price setting by a trade 
group whose self-interest, cmnbined with "educaticm” by leaders, 
tends stronjdy toward higher prices for the (xmeumer. 

Guild Pbicino in Othsb Tbadsb 

If barber legislation were an isolated example of this type of 
regulatory enactment, these laws would not be particularly im- 
portant. But the ^'progress” made by barbers serves as a beacon 
light for other service trades and professicaiB, a light which, in 
fact, other groups have been quick to follow. The cosmetologists, 
for example, have organized in a fariuon very sinular to that of 
the barbm, and have obtained almost identical minimum price 
legation in a number of states.’ The similarity of the two 
occupations renders this achievement not hard to imderstand. 
Somewhat mcne surprising is the fact that {ffoprietois of laundries 

From (he above information it is apparent that actual prices are above 
the minima, in almost every case. Furthermore, typical prices tend to be 
higher in those counties having legal minima than in those which do not 
possess sw^ a “floor” imder prices. These facts funush some corroboratioa, 
^oui^ not abeolute proof, in support of the thesu that legal minima rtinfome 
group action. 

7. See Arisona Laws (1941), o. 76; Colorado Laws (1041), c. IIS; 
LouisiaBa Acta (1040), No. 275; Montana Laws (1041), e. 80; New Mexioo 
Laws (1937), c. 220; and North Dakota Seeeion Laws (1043), c. 144. None of 
these statutM has undwgose a direct test of eonStHutionality, but the New 
Merioo Board of Cosmetology, as was mentkoed, was qphdd in Its Mtion in 
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and cleaning and dydng establishments also have been able to 
impress some state legislatures and courts with the urgency of the 
need for the protection of the public health and safety through the 
medium of minimum price legislation. These laws provide their 
industries with many of the important appurtenances of guild 
organization, including the establishment of state boards for their 
administration.' And if efforts in this direction receive legislative 
cooperation in barbeiing, cosmetology, laundering, and cleaning 
and dyeing, there is no reason to believe that it will stop at this 
point. Certainly, if these trades closely affect the public health, 
there are many more whose relationship to public health is at least 
equally close. Justice C. P. McKinney of the Tamessee Supreme 
Court, in a decision holding invalid minimum price legislation for 
barbering, stated,' “If the Act in question is v^id, th^ the Legis- 
lature can directly, or through a board, fix the fees that physicians 
and dentists may charge for their services; the prices that hotels, 
restaurants and lunch counters may charge for food; the prices of 
meats, packing house and canning factory products; and so on ad 
infinitum imtil the liberty of the individual and the right to con- 
contract is destroyed.” Justice Armstead Brown of the Florida 
Supreme Court, in a dissenting opinion opposing pricq fixing, 

lowering the minimuiD prices for beauty parlor services, in spite of the absence 
of any provision in the law empowering it to do so, Nissen et al. vs. Miller et 
aL, 105 P (2d) 324 (New Mexico, 1940). 

8. See Colorado Laws (1937), c. 113; Delaware Laws, v. 40 (1935), 
c. 120; Florida Laws (1937), c. 178M; and New Mexico Laws (1941), c. 198. 
With the exception of Delaware, whose Supreme Court invalidated its law in 
Becker vs. State, 185 A 92 (Delaware, 1936), the principle of price-fixing for 
these industries has been upheld in court tests. However, two of the statutes 
were struck down for technical reasons, that of Colorado because it failed to 
provide for adequate hearings, in Smith Bros. Cleaners & Dyers, Inc. vs. 
People ex rel. Rogers, 119 P (2d) 623 (Colorado, 1941), and that of New Mexico 
because it was indefinite as to the pricing power of the Board, in State et al. 
vs. Alexander et al., 123 P (2d) 724 (New Mexico, 1942). Furthermore, the 
Florida legislature repealed that state’s enactment, although its constitution- 
ality repeatedly had been affirmed. Miami Laundry Co. vs. Florida Dry 
Cleaning & Laundry Board, 183 So. 759 (Florida, 1938), Florida Dry Cleaning 
and Laundry Board vs. Everglades Laundry, Inc. et al., 188 So. 380 (Florida, 
1939), Robinson vs. Florida Dry Cleaning k Laundry Board, 194 So. 269 
(Florida, 1940), and Publix Cleaners, Inc. vs. Florida Dry Cleaning & Laundry 
Board, 32 F. Supp. 31 (1940). Cf. Florida Laws (1943), c. 21666. It should 
also be mention^ that at least one early law of the N.R.A, code type (New 
Jersey Laws (1935), c. 281) was declared imconstitutional. Kent Stores of 
New Jersey vs. Wilents, 14 F. Supp. 1 (1936). 

9. State vs. Greesi^ et eL, 124 S.W. (^) 253, 258 (Tennessee, 1989). 
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expreased a similar attitude, declaring that “if the state . . .can fix 
the prices to be charged by those engaged in the laimdry and dry 
cleaning business, it likewise has the power to fix and regulate the 
prices to be charged by clothing stores, tailoring establishments, 
drug stores, grocery stores, ‘the butchers and bakers and candle- 
stick makers’ . . 

It is interesting to note that the Iowa emergency enactment of 
1935 by its terms applied not only to barbering, cosmetology, and 
cleaning and dyeing, but also to medicine, surgery, osteopathy, 
podiatry, chiropractic, nursing dentistry, optometry, pharmacy, 
and embalming.* The present Minnesota law also has a somewhat 
general provi/don — it covers all personal service trades (excluding 
the healing arts) which desire to Invoke its provisions.* Thus the 
groundwork for price-fixmg legislation has been Isud in many 
fidds. The list of trades and professions already regulated by 
administrative agencies of their own choosing (but so far in non- 
price matters) is growing longer. Accountants, architects, doctors, 
lawyers, as well as many others, have constructed, with legislative 
help, an organisational framework reminiscent of that of the 
medieval guilds.* 

It is not only a question of how far the le^latures will attempt 
to go in guild pricing arrangements, but how far the courts will 
allow them to proceed. The United States Supreme Court as yet 
has not been called upon to render a decision with respect to the 
constitutionality of guild pricing, either directly or by denial of 
certiorari. Lacking an authoritative ruling in the matter, the state 
supreme courts have arrived at contradictory conclusions. At the 
present moment the highest tribunals of six states have approved 
the principle that the prices of service trades may be regulated; 
a contrary position has been taken by the supreme courts of five 
states.* Should the courts capitulate in the face of the growing 

1. Miami Laundry Co. et al. vs. Florida Dry Cleaning & Laundry Board, 
et al., 183 So. 759, 766 (Florida, 1938). 

2. Cf. footnote 5, p. 818, supra. 

3. Cited in footnote 2, p. 817, supra. 

4. Activities by professional groups aimed at influencing prices are not 
unknown. Thus, a combination of physicians to fix fees was upheld in Iowa, 
the court holding that medical services were a form of skilled labor not within 
the application of the State’s anti-trust law. Bohlf vs. Kasemeiur, et al., 
118 N.W. 276 ffowa, 1908). 

6. The aflirmative position has been taken in Colorado, Florida, 
Louisiana, Minnesota, New Mexico, and Oklahoma. Such pricing power has 
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array of priee enactaaeDta, one wonden how knit it will be before 
guild piidng becomes the rale instead of the exosption in tl» eervioe 
trades and profesffltms. Indeed, will it not be apparent shortly that 
the guild pricing technique is far superior to the ^^nfair Fractiee’' 
and even the “Fair Tr^e” schemes used in mwehandise fields, 
from the standpoint of price “stability,” and will not attempts be 
made to extend its appfication to thoK areas? If so, the prospect 
for the consumer, and in fact for our type of sodety, is kdeed 
bleak. 

WiixuM F. Bbown. 
Ranra Cassadt, Jb. 

Nobtrwistsrn Uniybiwitt 
Univbbsitt of Califobnia, Los Anoblbs 

been denounced m Arkansas, Delaware, Indiana, Tennessee, and Wisconsin. 
Seven states, Arizona, California, Kansas, Montana, North Dakota, Orei^, 
and Rhode Island, now possess service trade pricing laws wyoh may give their 
courts an opportunity to indioate their attitude respecting this question. This 
summary does not include the early N.R.A. type laws, nor does it consider 
those states whose laws have been inralidati^ for technical reasons, e.g. 
Michigan and Oregon (first measure.) 
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Lord Keynes^ theory, as expounded in his General Theory of 
Employment^ Interest, and Money, dominates the economic thought 
of our time. Its author does not hesitate to declare that it demon- 
strates the futility of the classical theory and is destined to replace 
it: 

I shall argue that the postulates of the classical theory are applicable to a 
special case only and not to the general case, the situation which it assumes 
being a limiting point of the possible positions of equilibrium. Moreover, the 
characteristics of the sjiecial case assumed by the classical theory happen not 
to be those of the economic society in which w^e actually live, with the result 
that its teaching is misleading and disastrous if we attempt to ajiply it to the 
facts of experience. 

But the new theory has not merely a philosophical significance. 
It leads to rules of action, notably in the struggle against the chief 
malady of modem society — chronic unemployment. Indeed, it is 
this aspect of it — the doctrine of ‘Tull employments^ — that has 
been most influential. Explaining the evil and providing tha 
means of curing it, it has brought great comfort to the world. 

As a remedy for unemployment, it quickly expanded beyond 
economic science to become an instrument of government. It has 
led to the publication of white papers in England and Canada 
and to a proposed law in the United States, the Murray Full- 
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Employment Bill, which undertake to bind governments to its 
prescriptions. The new French constitution obliges the government 
to present each year *'a national economic plan designed to provide 
full employment of labor and the rational utilization of material 
resources.^' The Economic Committee of the United Nations is 
called ‘‘Committee on Economic Questions and Employment.^’ 
Finally, the International Conference which is to deal with the 
problem of international trade and whose first session was held in 
London in October-November, 1946, is the Conference on Com- 
merce and Employment. 

The Keynesian philosophy is unquestionably the basis of a 
world policy today; and if the spectre of “under-employment” 
appears again in the world tomorrow, as is probable, it will be the 
luiiversal recourse of peoples and governments. If it is true, it 
will be the salvation of the world; if it is false, it may lead to catas- 
trophe by turning the world to ineffective remedies which may 
make the evil much worse. 

For all those concerned with the future of human society there 
are, therefore, no questions more important at the present time 
than those raised by lord Keynes’ theory, and no duty more 
pressing lhan that of passing judgment on the value of the explana- 
tions which it offers and the efficacy of the remedies which it sug- 
gests. This is the task which I am undertaking here. 

In formulating the criticisms which seem to me to apply to 
the Keynesian theory, it is a source of great regret that I must 
do so after the author’s death. Fortunately, however, his sup- 
porters are so numerous, so active, and so powerful, that my 
scruples on this point are somewhat relieved. Moreover, I have 
already had the honor of a polemic vith Lord Keynes. Far from 
avoiding discussion, he opened the colunms of the Economic 
Journal to me for an article entitled, “The Ideas of Mr. Keynes 
on the Transfer Problem.”^ 

1. The Keynesian Theory 

To avoid any possibility of misrepresenting the General 
Theory, I quote the r^sum^ of its doctrine given in the work itself: 

The outluie of our theory can be expressed as follows. When emplojrment 
increases, aggregate real income is increased. The psychology of the com- 

1. Economic Journal, September, 1929, Revue d’Economie Politique, 
July “August, 1929 
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munity is such that when aggregate real income is increased aggregate con- 
sumption is increased, but not by so much as income. Hence employers would 
make a loss if the whole of the increased employment were to be devoted to 
satisfying the increased demand for immediate consumption. Thus, to justify 
any given amount of employment there must be an amount of current invest- 
ment suflELcient to absorb the excess of total output over what the community 
chooses to consume when employment is at the given level. For unless there is 
this amount of investment, the receipts of the entrepreneurs will be less than is 
required to induce them to offer the given amount of employment. It follows, 
therefore, that, given what we shall call the community’s propensity to con- 
sume, the equilibrium level of employment, i.e., the level at which there is no 
inducement to employers as a whole either to exi)and or to contract employ- 
ment, will depend on the amount of current investment. 

Thus, given the propensity to consume and the rate of new investment, 
there will be only one level of employment consistent with equilibrium. But 
there is no reason in general for expecting it to be e{/uai to full employment. . . . 
the economic system may find itself in stable equilibrium vt% N at a level below 
full employment, (Pages 27-30. Italics mine.) 

Such is the fundamental basis of the whole Keynesian system, 
the explanation of '‘the remarkable inability of the classical theory 
to serve for scientific prediction,^' and the demonstration of the 
baselessness of the "famous optimism of the traditional theory . . . 
founded on failure to recognize the obstacle to prosperity which 
may be raised by lack of effective demand." 

It is a question, then, of a revolution in economic theory and a 
profound modification of the rules of action suggested by it. The 
classical theory holds that no permanent equilibrium can exist as 
long as there is imemplo>Tnent. The Keynesian theory, on the 
contrary, claims that a society can continue indefinitely with large 
numbers of unemployed, and on this basis offers itself as an explana- 
tion of this new phenomenon in the world — chronic unemploy- 
ment. 

The whole Keynesian analysis is based entirely on a psycho- 
logical hypothesis, the producers' insufficient propensity to con- 
sume. On this hypothesis the increase of income which might be 
produced by an increase of employment would not increase the 
demand for consumers' goods in the same proportion. 

With income not giving rise to demand for consumers' goods, 
and in the absence of government initiatives stimulating invest- 
ment expenditures of the same amount, the increment of production 
resulting from the increase in employment could not find a market. 
Lacking a market, the corresponding production would cease, and 
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with it would disappear the increment of income which it might 
have engendered. Thus would be established, by the simultaneous 
limitation of production and of the income making possible its 
acquisition, the state of under-employment equilibrium whose 
explanation is given as the great discovery and the essential sig- 
nificance of the Keynesian theory. 

There is one element in this explanation which will surprise 
all those familiar with the analyses of the classical economics: the 
idea that an economic society in which an unabsorbed offer of 
labor exists at all times can be, without expressly assuming any 
fixing of prices, a state of equilibrium. 

But if this is the case, it is because it is impossible in the 
Keynesian hypothesis that this offer of labor should be accepted, 
because it does not give rise in any direction whatever to any de- 
mand capable of absorbing it. Unemployment, then, is the only 
solution offered to the workers from which it emanates. For any- 
one wishing to judge the General Theory, therefore, the question is, 
is it possible that an offer actually appearing in the market should 
not give rise to any demand of the same volume? If so, Keynes’ 
theory can explain equilibrium with imder-employment, therefore 
chronic unemployment, and provide the means to deal with it. 
If not, the explanation which it offers needs to be reconsidered. 

For Lord Keynes, the steps in the reasoning appear to be as 
follows. As a result of their insufficient propensity to consume, the 
workers able to take advantage of an increase in employment are 
not disposed to increase their expenditures on consumption in 
proportion to the additional income which they could obtain. 
Moreover, since they have no propensity to invest, they will 
therefore demand nothing for all the increment of resources which 
they do not devote to additional expenditures. I maintain that 
this analysis involves a serious error. 

If there is really under-employment, it is not that certain 
workers can do more work, but that under the conditions offered 
by the market they wish to do more work. If they actually offer an 
increment of labor on the market, and if they do not intend to 
divert to consumption expenditure or investment the whole of the 
increment of income which an increment of labor makes possible, 
it is because they intend to increase their cash holdings by an 
amount equal to the increment of income which they do not spend. 
In proportion as they offer labor without demanding consumers’ 
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goods or investment goods, they are, and must be, demanders of 
money. This is a fundamental conclusion whose necessity must be 
carefully understood ; for we shall see that if it is admitted, it upsets 
the whole Keynesian construction. 

K there is under-employment, it means that laborers desire 
to do more work. If they offer labor on the market, it is because 
they desire to obtain an increment of remuneration; and if they 
do not wish to devote their increment of resources to an increase 
of their expenditures on consumption or investment, it is because 
they intend to increase the amount of money which they keep on 
hand. If this were not so, their offer of labor would be purely 
platonic. There might be a possibility of more work, but there 
would be no desire for it, and there would not be under-employ- 
ment. 

This being so, I maintain that the demand for additional cash 
holdings is equivalent in its economic effects to demand for con- 
sumption goods or investment goods and, consequently, that it is 
able to provide a market for the labor forces offered, on the same 
conditions as the demand for such goods. To show this, I shall be 
obliged to study in detail the effect of the demand for money. This 
will be the purpose of the following section. It may perhaps seem 
out of proportion with the minor practical importance of the case 
with which it deals. There is no doubt that the increase of indi- 
vidual cash holdings could never amount to more than a limited 
slun, and tliat as soon as individuals have reached the limit of the 
holdings which they wish to have, they will divert any increment of 
resources to increasing their demand for consumers’ goods or 
investment goods. But since the hypothesis of the non-employ- 
ment of this increment of resource in response to a corresponding 
demand is the very center of the Keynesian argument, it is indis- 
pensable, in order to judge the latter, to study the former with care. 

II. The Effects of the Demanb for Cash Balances 

I maintam that Lord Keynes is mistaken in claiming that 
incomes which do not give rise to a demand for consumption goods 
or investment goods, that is, which give rise to a demand for addi- 
tional cash balances, will be permanently lost to the mass of 
incomes required for the absorption of the production associated 
with them and consequently will create a permanent under- 
employment equilibrium. To show this simply, I shall first assume 
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a regime where money is entirely metallic. Following tiiat, I shall 
consider the general case. 

If a worker enjoying an increase of employment increases his 
cash holdings, all other conditions, including the amount of cash 
holdings desired by the other members of the society, remaining 
unchanged, the increase in cash holdings realized by the owners 
of the incomes increased but not spent will necessarily have as a 
consequence a decrease in the cash holdings of other members of 
the society below the level of the holdings which they desire to 
maintain. To restore their cash holdings to the level desired, the 
latter will have no recourse but to offer without demanding. This 
will tend to bring about a fall in the whole system of prices.^ 

One price, however, remains stable amidst all these falling 
prices: the price of gold, automatically maintained at the legal 
parity by the purchases of the coinage authority. Hence the fall 
in the system of prices tends to bring about the transfer of pro- 
ductive resources from the products whose prices have fallen 
to the product w^hose price has not changed, a diminution in the 
production of the former and an increase in the production of gold. 
But the Bank of Issue buys all of the yellow metal offered and not 
demanded, and consequently supplies, by monetizing the ipereased 
production of metal, the additional cash holdings desired. 

Since the fall of prices and the consequent transfer of pro- 
ductive resources continue as long as the cause which produced 
them persists — that is, the insufficiency of actual cash holdings 
relatively to those desired — this double movement cannot but 
result in bringing the former to the level of the latter by increasing 
the quantity of monetized metal and at the same time establishing 
between the price of gold, stabilized at the legal parity, and the 
other prices in the market the relations which formerly obtained. 

Thus, the demand for additional cash holdings will have had 
the effect of diverting the labor forces offered in an increase in 
employment from the production of consumers' goods or invest- 
ment goods which would not have been wanted to the production 
of metaJ destined for monetization, and consequently providing 
the increases in cash holdings desired. 

It is therefore impossible to accept Lord Keynes' conclusion 
that, m the case assumed, the insufficiency of demand for con- 

2. I have analyzed m det^, in Chapter 4 of my L’Ordre Social, the 
mechanism by which this fall is bmught a^ut. 
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siimers' goods or investment goods constitutes an obstacle to the 
increase of employment. If there is really an offer of an increment 
of employment on the market, and if only increases in cash hold- 
ings are desired by the persons for whom the increase of employ- 
ment will provide an increase of income, the labor forces offered 
will find themselves spontaneously but inevitably directed by the 
force of the price mechanism alone towards the production of the 
additional cash holdings desired. Thus, the increment of produc- 
tion associated with an increase of employment will not have 
lacked a market, since it will have taken the form in which the 
owners of the additional incomes wished to absorb it. 

It is therefore not true that the limitation of the propensity 
to consume, if it is not compensated by investment expenditures 
of an appropriate amount, is the cause of a limitation of employ- 
ment. It is still less true that it leads to an equilibrium with under- 
employment, since the forces spontaneously brought into being 
by every increase in labor offered tend to adapt the economic 
structure to the utilization which the newly employed workers 
wish to make of their additional income. An economic state in 
process of adaptation, whatever it is, cannot be a state of equi- 
librium. A theory which neglects the influences tending to produce 
these adaptations cannot be a general theory, still less a true 
theory. 

The Keynesian faithful will, it is true, object that the preced- 
ing analysis is purely theoretical. They will point out, first of all, 
that it is solely by movements of prices that the adaptation re- 
quired for the absorption of an increment of production tends to be 
stimulated, and that in the absence of these movements or in the 
absence of action by price movements on the structure of the 
productive system, no increase of employment could be expected. 
Therefore, in such a case, one would, in fact, be in a state of imder- 
employment equilibrium. 

This is true, but it is no less true that, in fact, in most of the 
economic systems which existed before the war, spontaneous 
movements of prices were able to develop, and that they effectively 
brought about the allocation of the factors of production. The 
considerable variations in the rate of gold production between 
periods of boom and periods of depression clearly showed the 
sensitiveness of the productive apparatus to price movements. 

I shall consider in a later section the effects of price stabiliza- 
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tion measures and the immobilization of the factors of production. 
But in no part of the General Theory are stabilization of prices 
and immobilization of the factors of production expressly indicated 
as fundamental conditions of under-employment equilibrium. If 
they were the fundamental conditions, it would have been indis- 
pensable that this be pointed out, for among the possible remedies 
it would have been necessary to count, alongside the interventions 
suggested by Lord Ke3Ties, the suppression of the causes of eco- 
nomic rigidity. Even if this had been pointed out, however, a 
theory based upon such special hypotheses could not have been 
considered a “general theory.” 

In any case, even in economies not very sensitive to the forces 
which tend to upset economic equilibria, these forces, as long as 
prices are not strictly stabilized, exist, and make it impossible to 
consider an economic structure subject to influences which tend to 
modify it a state of equilibrium. 

It may be noted, however, that the preceding reasoning holds 
only so far as workable mines of gold exist in the society imder 
consideration. However, the absence of accessible deposits only 
modifies the form of the regulatory apparatus; it does not destroy 
it, and it eliminates none of its consequences. The fall of prices 
brought about by the state of under-employment, if not checked by 
the absorption of the under-employed into the industries producing 
the yellow metal, tends to divert them to the production of goods 
capable of being marketed abroad.* In tliis way it tends to bring 
about a favorable balance of payments for the coimtry under con- 
sideration. It gives rise, as in the preceding case, to additional offers 
of metal on the market and consequently to additional monetiza- 
tions. These latter furnish the additional cash holdings desired 
by the newly employed workers who do not apply their increments 
of income to consumption goods or investment goods. 

Thus, in this case also, the fact that the workers available 
for an increment of employment are not disposed to devote more 
than a fraction of their increments of income to demand for con- 
sumers’ goods or investment goods does not create a lack of markets 
for the increments of production which these workers can supply. 
It merely diverts a part of the additional production to foreign 
markets, where it will procure, by way of exchange, the increments 

3. This mechanism, too, is analyzed in detail in Volume 1 of my L’Ordre 
Social (p. 383). 
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of metal which provide the additional cash holdings desired by the 
newly employed workers. In this case, again, the additional pro- 
duction will have been subjected to forces tending to provide it 
with a market. As long as prices and factors of production have 
not been stabilized, no state of imder-employment equilibrium 
can exist. 

The preceding analysis applies, it is true, only to a special 
case — that of a society using metallic money only. This leaves 
us with the general case of a society using inconvertible money or 
money which can be obtained both by the monetization of metal 
and the discount of commercial paper. 

As in the preceding case, the non-utilization of a part of the 
increment of income arising from the increase of employment will 
lead the beneficiaries of the increments of income not utilized to 
increase their cash holdings. As a result, all other conditions 
remaining the same, the cash holdings of certain members of the 
society under consideration will prove to be less than they desire 
to hold. To bring their cash holdings back to the level they desire, 
they will have no other solution except to offer without demanding. 
It is the existence of these uncompensated offers which sets in 
motion a regulatory mechanism analogous in principle, if not in 
form, to that revealed by our study of a purely metallic regime. 

The increment of offers may react either upon w^ealth in the 
strict sense or upon credit instruments. In the first case, it loads 
to a fall in prices; in the second, to an increase of money rates. 
If it affects wealth in the strict sense and credit instruments in 
the same proportion in which these enter into total offerings, the 
excess of offers resulting from the non-utilization of an increment 
of income will produce a fall in prices and a rise in money rates 
simultaneously. This preliminary statement shows the close rela- 
tion which must exist betw’een the two opposite movements. I 
shall next show — and this is essential for the argument — that 
they are inseparably bound together. 

If the offer without demand reacts solely upon wealth in the 
strict sense, it affects cash markets to the exclusion of credit 
markets, since its object is the procurement of immediate incre- 
ments of cash holdings. It therefore brings about a fall in cash 
prices. The fall in cash prices leads speculators to buy for cash 
with a view to sale on credit, obtaining by way of discount of the 
commercial paper derived from the second transaction the re- 
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sources reqmred to settle the first. The increase of the demand 
for discount brinp about a rise in rates on the money market, a 
rise which does not come to an end until the general level of prices 
stops falling.^ Conversely, every increase in money rates leads 
speculators, other things remaining the same, to sell for cash with 
the intention of buying back on credit, investing in the market the 
funds derived from the first transaction until the settlement of the 
second. It therefore leads to a fall in the general level of cash 
prices. 

The preceding analysis sliows that the excess of offers result- 
ing from the existence of non-utilized incomes gives rise in all cases, 
and simultaneously, to a fall in the general level of prices and a rise 
in money rates. 

I know that the statement that such a relation exists will 
surprise certain readers who know that periods of boom, that is, 
periods of rising prices, are periods of high interest rates. How- 
ever, the rise of money rates which has usually accompanied periods 
of boom in the past was caused by the increases in the discount 
rate decreed by the monetary authorities, almost always as a result 
of fears inspired by the decrease of their metallic reserves. In fact, 
in every country of the world, the periods of rising jjrices resulting 
from the budget deficits of recent years have been periods of very 
low money rates. Be it noted that in the absence of the relation 
stated above the functioning of an inconvertible monetary system 
would be simply inconceivable, since tlie need for cash holdings 
could not lead to the issue of new money. Moreover, and this 
seems to me the essential argument, the possibility that every 
excess of offers may react as well upon credit instruments as upon 
wealth in the strict sense suffices to make of this statement, which 
at first seems paradoxical, a truth of common sense. 

If, in the light of this proposition, we follow the unfolding of 
the phenomena which result from the iasufficiency of cash holdings, 
we observe that in the first phase the fall in the general level of 
prices furnishes, by reducing the cash holdings required for the 
carrying on of transactions, the increments of cash holdings 
desired. 

4. The rate does not depend upon the absolute level of prices, but only on 
variations in it. Mathematicians would say that it is a function of the deriva- 
tive of the general level of prices with respect to time. (L’Ordr© Social, Vol. I, 

p. 61.) 



FALLi^ IBS OF LORD KEYNES^ GENERAL THEORY 363 


Now the rate of discount of the bank of issue is always very 
close to the market rate. When the rising market rate reaches the 
rate of discount, it stops increasing, since at this rate the bank 
accepts all paper offered and not demanded. From this moment on, 
all the excess of offers above the demand for short-term paper is 
diverted from the market to the bank of issue. The latter monetizes 
the paper which it has bought, and in this way supplies the incre- 
ments of cash holdings desired. Commercial paper, however, is 
representative of wealth of the same value, wealth which is either 
stored up or, more generally, on its way through the process of 
production. 

Everything goes on, therefore, as if the rights which con- 
tained this wealth, instead of being thrown upon the market, were 
disposed of outside the market in the assets of the bank of issue, 
the latter clothing them in the monetary garb which makes them 
reappear in the form of additional cash holdings. 

Thus, in a regime of inconvertible money, as in a metallic 
regime, the non-utilization of certain incomes does not give rise 
to a lack of markets. Wealth of the same value as that not de- 
manded is spontaneously diverted from the market to the bank of 
issue. There it is utilizc'd for the manufacture of the increments of 
cash holdings demanded by the owners of the additional incomes 
which were not consumed and not invested. Thus, as long as the 
increase in cash holdings continues, the increments of production 
will find a market. The abstinence of the owners of the additional 
incomes will not have brought about under-employment. 

The preceding analysis shows that in a regime of inconvertible 
money the process is analogous in principle, if not in form, to that 
characteristic of a metallic regime; but as a result of the great 
flexibility of interest rates, the first process is evidently more 
sensitive than the second. It will therefore act more easily and 
more promptly. In this way, it will assure a smoother adaptation 
of the productive apparatus to the opportunities offered it by the 
market. In a mixed regime — where money is obtainable both by 
the coinage of gold and by the monetization of commercial paper, 
the two processes may act simultaneously. The conclusion, from 
the point of view which interests us here, is not modified. 

There is a case, however, where money and credit instruments 
do not represent wealth of equal value : when they are issued against 
engagements which draw their value only from a governmental 
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act, obliging the bank of issue to buy them at a nominal rate entirely 
different from that at which they could be sold in the market — 
the situation characteristic of every regime with a deficit financed 
by recourse to the bank of issue. In such a case, however, the rights 
which contain the false credits are added, when their owners wish 
to turn them into real wealth, to those from which the wealth 
offered on the market has been derived. The demand is increased 
in proportion. It is impossible, therefore, to imagine that the 
purchasing power impinging upon the market should not be suflS- 
cient to absorb the wealth offered there. 

The preceding analysis shows that in all cases the demand for 
liquidity implies a demand for wealth of equal value. This wealth 
can, according to circumstances, be metaJ or credits, themselves 
representatives of goods stored or sold on credit. We are therefore 
not entitled to conclude that ^^liquidity preference*’ diminishes 
proportionately the purchasing power impinging on the market. 
This always remains determined, everything remaining the same, 
by the value of the production offered there. The demand for 
liquidity — like every demand, whatever its nature — simply sets 
forces in motion which tend to stimulate in the productive apparatus 
the adaptation capable of satisfying it. 

To demand money is not, as Lord Keynes believes, to demand 
nothing. It is to demand wealth capable of being moneti 25 ed within 
the framework of the existing monetary system. Hence, the prefer- 
ence for liquidity offers, like any other demand, an outlet for the 
labor forces offered on the market. Contrary to the Keynesian 
conclusion, it cannot be, at least so far as prices and the factors of 
production are not entirely immobilized, a cause of under-employ- 
ment in the society which it affects. 

III. The Obigins of the Keynesian Ebrob 

The Keynesian theory of permanent under-employment 
equilibrium rests, then, essentially on an erroneous idea — the 
idea that all income not spent on consumers* goods or investment 
goods involves an inadequate absorption of the production of 
which it is the result. This idea is itself the consequence of two 
fundamental errors which characterize Lord Keynes* thought in 
the monetary sphere. 

The first is based on the over-simplified idea that money and 
credit instruments are nothing but empty symbols with no value. 
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This, one might say, is the effect of a monetary nominalism with 
which the General Theory is thoroughly impregnated. The most 
characteristic passage from this point of view is the one dealing 
with financial provisions: 

But when the financial provision exceeds the actual expenditure on cur- 
rent upkeep, the practical results of this in its effect on employment are not 
always appreciated. For the amount of this excess neither directly gives rise 
to current investment nor is available to pay for consumption. 

Thus sinking funds, etc., are apt to withdraw spending power from the 
consumer long before the demand for expenditure on replacements (which 
such provisions are anticipating) comes into play; i.e. they diminish the 
current effective demand and only increase it in the year in which the replace- 
ment is actually made. (Pages 99, 100.) 

Nothing shows more clearly that, for Lord Keynes, to accumulate 
reserves — that is to say, to accumulate money or short-term 
credit instruments — involves a proportionate diminution in the 
effective ciurent demand, and therefore, the creation of under- 
employment. 

The fallacy of this thesis appears immediately when the 
accumulation is in the form of metal. I have shown in the preced- 
ing section that the process characteristic of a circulation made up 
entirely of gold is general, and that the Keynesian thesis is just 
as untenable when the holdings consist of inconvertible money or 
short-term credit instruments. 

At the beginning of Chapter 16, Sundrj’' Observations on the 
Nature of Capital, our author presents the thesis even more clearly: 

An act of individual saving means — so to speak — a decision not to 
have dinner today. But it does not necessitate a decision to have dinner or to 
buy a pair of boots a week hence or a year hence or to consume any specified 
thing at any specified date. Thus it depresses the business of preparing today’s 
dinner without stimulating the business of making ready for some future act 
of consumption. It is not a substitution of future consumption-demand for 
present consumption-demand — it is a net diminution of such demand. 

Here there is no question that, for Lord Keynes, to save is to 
demand nothing. He does not realize that to accumulate money or 
credit instruments is to demand the values of which the money or 
credit instruments are a representation, and that to diminish one’s 
cash holdings is to liberate the same values, causing them to be 
offered on the market. 

The regulatory process thus neglected is, however, an essential 
one, indispensable to a comprehension of the monetary mechanism. 
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If it is not granted, it goes without saying that, as Keynes believes, 
preference for liquidity, that is to say, the accumulation of mone- 
tary reserves, tends to destroy the equilibrium of the market by 
inadequacy of demand, just as their utilization destroys it by 
excess. Every variation in reserves and holdings would, therefore, 
preclude the maintenance of economic equilibrium. 

If, on the contrary, we grant it, the increase of reserves and 
holdings tends merely to divert to the fabrication of money the ' 
productive forces previously devoted to the production of the 
goods which are no longer demanded, while the utilization of these 
holdings tends to free the productive forces which were utilized 
for the production of the wealth represented by the money and 
orient them towards the production of the newly demanded goods 

I believe, moreover, that the process of monetary regulation, 
if it is generally admitted so far as metallic money is concerned — 
though not always very conscientiously — is ignored by most 
monetary theorists, so far as inconvertible monetary systems are 
concerned. For my part, I have foimd it diflBcult to disentangle it 
and to show its generality I now believe it to be unquestionably 
established, and I believe, moreover, that it is the keystone of the 
whole theory of money. 

In particular, I cannot see how one could explain the bond 
which must exist between the total amoimt of individual cash 
holdings and the quantity of money in circulation without making 
use of the theory of regulation. Every individual fixes freely, more 
or less consciously, the amount of his cash holdings. He generally 
ignores the existence of the procedures by which money can be 
created, and yet, in order that his desire for cash holdings may be 
satisfied, it is necessary that he be able by his decision to bring 
about variations in the quantity of money in circulation, in a regime 
of inconvertible money as well as a regime of metallic money. Only 
the theory of monetary regulation, based upon the mechanism 
which I have analyzed above, seems to me able to furnish the 
indispensable explanation and to show how each individual, in 
fixing the amount of his own cash holdings, helps to determine the 
total amount of money issued. 

The problem of the bond between the amount of individual 
cash holdings and the total amount of money in circulation did not 
escape Lord Keynes, but since he ignores and denies the process of 

6. LOrdre Social, VoL I, Chs. 17-20. 
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monetary regulation, he elaborates, to resolve it, an obscure 
explanation of the mechanism by which 

the liberty, which every individual possesses, to change, whenever he chooses, 
the amount of money he holds [is harmonized] with the necessity for the 
total amount of money, which individual balances add up to, to be exactly 
equal to the amount of casli which the banking aystem has ereaied. (Page 84. 
Italics mine.) 

Thus, for Ke3mes, the quantity of money which the banking 
system has created is a datum. The total amount of individual 
cash holdings has to be adapted to it. I am convinced, on the con- 
trary, that it is the total of cash holdings desired by individuals 
which, thanks to the mechanism of regulation, determines the 
quantity of money in circulation. But I have also shown that the 
mechanism of regulation, if we admit that it exists, excludes the 
possibility of equilibrium with under-employment and, conse- 
quently, destroys the foundation of the Keynesian theory. 

It is not only the paragraphs which I have cited but the whole 
General Theory which leads to the conclusion that Lord Kesmes’ 
position is entirely dominated by the idea that the quantity of 
money in circulation is a datum arbitrarily fixed by the monetary 
authorities, upon which the market demand exercises no influence. 
His theory of interest (Chapter 1.3) in particular, rests upon this 
foimdation: 

It is the "price’* which equilibrates the desire to hold wealth in the form 
of cash with the available quantity of cash — 

And the quantity of money is not determined by the public. All that the 
propensity of the public towards hoarding can achieve is to determine the 
rate of interest at which the aggregate desire to hoard becomes equal to the 
available cash. 

Furthermore, Lord Keynes believes that the monetary 
authorities can cause the quantity of money in circulation to vary. 
‘‘If we have to govern the activity of the economic system by 
varying the quantity of money, he writes. Can a more outmoded 
and over-simplified conception be imagined? Among men who 
have reflected on monetary questions, are there any considerable 
number today who believe that a bank of issue fixes the quantity 
of money in circulation? All those who, from near or far, have 
participated with their eyes open in the management of a bank 
of issue are well aware that the open market can modify the cover 
of the outstanding circulation, can substitute to the great profit of 
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the bank, treasury bills for an advance to the state, and lower the 
rate of interest, but cannot directly modify the quantity of money 
in circulation. 

As Directeur du Mouvement General des Fonds, I have known 
periods of equal deficit where the circulation increased and others 
where it decreased, without the monetary authorities having 
taken any action to bring about these changes and in spite of 
everything they could do to prevent them. As Deputy Governor 
of the Bank of France, I witnessed the vain attempts of the central 
bank to resist the increase of note issue. 

Thus, the quantity of money in circulation, contrary to 
popular belief, is not fixed by the authorities of the market, and 
the fundamental error of Lord Keynes scorns to mo to result from 
the wholly superficial views which he holds concerning the mone- 
tary mechanism. 

If we admit the existence of the mechanism of monetary 
regulation which I think I have demonstrated, under-employment 
cannot be a permanent state of equilibrium, since the mechanism 
of regulation tends to bring about those very transfers of the 
factors of production which are capable of making it disappear, 
even in the case where, as a result of liquidity preference, the 
demand of workers newly employed is exercised only in part upon 
consumers^ goods and investment goods. Thus, either the quantity 
of money in circulation is a datun — and the theory of Keynes 
can be true — or the quantity of n mey is fixed by the size of the 
cash balances which the users of money desire to hold, and the 
Keynesian explanation of permarent under-employment equili- 
brium falls to pieces. 

IV. The General Theory, Imperfect Philosophy of 
Unspecified Rigidity 

It will be pointed out, to be sure, that the tendencies resulting 
from an increase of unutilized incomes, i.e. neither consumed nor 
invested, will not prevent unemployment unless they effectively 
divert productive forces from the production of wealth in the 
strict sense to wealth susceptible of being monetized, gold or com- 
mercial paper. Until the* transfer has occurred, new production 
will throw upon the market wealth not demanded, and in this way 
will condemn to unemployment those who were disposed to devote 
themselves to such production. Under-employment will simply 
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be the expression of the refusal of the owners of incomes to accept 
what they do not want. 

Thus, at the moment when the increase of employment takes 
place, if it is not directed into a channel which permits it to furnish 
the increments of money desired by the beneficiaries of the unspent 
increments of income, the situation may be that envisaged in, and 
explained by, the Keynesian theory. The only difference will be 
that while Keynes considers this situation a position of under- 
employment equilibrium, I regard it as a temporary state which 
the forces arising from the mechanism of regulation tend to 
modify. 

If the action of these forces were rendered ineffective, how- 
ever, if they were incapable of diverting factors of production, 
Keynes’ theory could then be considered a faithful explanation of 
reality. Thus, the theory of employment which Ke3mes calls 
‘^general” is valid only for 'very special cases, for economies which 
are entirely insensitive to movements of prices and of interest rates. 

Moreover, in this case, if the theory’' is really to take account 
of reality, it would have to be the object of a profound generaliza- 
tion. If i^ermanent unemployment can exist in an entirely rigid 
economy, it is not merely because the demand for investment 
goods may not be sufficient to offset the excess of a given increment 
of income above the increment of consumption which it is capable 
of (*ausing, but because it might happen in various ways that the 
increase of production which an increase of employment might 
make possible in the channels where it is practically feasible would 
not consist of products which the beneficiaries of corresponding 
increases of incon^es would wish to obtain. 

An example wall make my thought clearer. I assume a state 
of general under-employment; in other words, a state in which 
important segments of the labor force are either unemployed or 
employed less than they would like to be. Keynes says that in the 
absence of a systematic increase in investment this state might be 
a permanent state of equilibrium, because if employment increased, 
a part of the increments of income associated with the new produc- 
tion would not give rise to any demand, as a consequence of the 
psychological disposition of individuals to devote only a part — 
varying with their propensity to consume — of their increments 
of income to increased consumption. 

I have shown that in such a case individuals who do not 
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consume demand money, and that the increments of cash holdings 
which their attitude leads them, consciously or not, to desire could 
be furnished them only by a suitable orientation of production — 
an orientation which the mechanism of monetary regulation tends 
to bring about. Hence, under the assumption which implicitly 
imderlies Keynes* theory — a rigid economy and a propensity to 
consume not offset by an increase of investment — under-employ- 
ment is permanent only because, while the owners of increments of 
income are not disposed to accept anything but increments of 
cash holdings, the increments of production which an increase of 
employment might afford them are only wealth in the strict sense 
— consumers* goods or investment goods. 

Let the unemployed laborers apply themselves to the produc- 
tion of what is demanded, namely, gold in a country capable of 
producing it, exportable goods in a country possessing no gold 
deposits, or goods capable of being absorbed in a process giving 
rise to commercial paper, and employment can increase. Thus, in 
the Keynesian hypothesis, unemployment will result only from the 
incapacity of the productive apparatus to adapt itself to the 
market demand. 

But this defect of adaptation — essentially temporfiCry, since 
no one, it seems obvious, is disposed to hoard increments of income 
indefinitely — is only a very special and very exceptional form of 
the defects of adaptation possible. Under-employment is not 
caused only by an insufficient propensity to consume. It also 
results from every divergence between the increments of produc- 
tion which an increment of employment might supply and the 
increments of demand which the corresponding increment of 
incomes could give rise to. 

Let us suppose, for example, that the situation in which 
Keynes sees the essential cause of under-employment does not 
exist, every owner of increments of income being disposed to 
demand consumers* goods for the totality of his new resources. 
Now in such a situation, where the propensity to consume would 
be 100 per cent, any increase in employment would be impossible 
if the workers capable of being newly employed were adapted only 
to the manufacture of investment goods or consumers* goods other 
than those which the owners of increments of income desired. The 
state of under-employment would exist despite a total propensity 
to consume. 
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Conversely, in a society where the unemployed workers were 
not ready to produce anything except consumers^ goods — the 
case, in particular, of unemployed workers specialized in agri- 
cultural production — every demand for investment goods, how- 
ever important, would have no effect upon employment. The 
Keynesian remedy would bo wholly ineffective. 

Thus, Lord Keynes has taken account, among all possible 
causes of under-employment attributable to economic rigidity, 
only one very special case, that of unemployment due to incapacity 
of the economic organism to furnish the increments of cash hold- 
ings or of short-term credit instruments which are temporarily 
demanded of it. He has given to this cause of imder-emplo3anent 
an importance which it does not in general deserve, since unem- 
ployment can result from any defect of adaptation between pro- 
duction and the demand capable of absorbing it, and can last until 
this adaptation has been effected. He has, furthermore, failed to 
note that the complete economic rigidity required, if his theory is 
to be partially true, is not a general characteristic of economic 
societies but, on the contrary, a very exceptional state, which only 
special measures of immobilization or control could engender. 

The omission in the general theory of the essential effects of 
economic rigidity is evidently an extremely serious matter, since 
it conceals the true character of the Keynesian explanation and 
brushes aside some of the remedies for under-employment which 
it should have suggested. 

The considerations developed in the present section lead to a 
general view of the mechanism of unemployment. Contrary to 
Keynes^ view, it does not result from an insufficiency of income. 
Income is never insufficient to absorb existing production; for, 
apart from special circumstances which I cannot consider in detail 
here, it is engendered by this production and its amount at every 
period is identically equal to the value of the said production.® 
On the other hand, if the products offered are not those 
desired by the market, their value may be reduced to zero at the 
same time as the income of the producers to whose activity they 
are due. Thus the total income is not rendered incapable of ab- 
sorbing the production, for the value of the latter is reduced in the 
same degree as the total of the former. But if the production of 
unwanted goods comes to an end, the state of unemployment to 
6. L'Ordre Social — Ch. 10. 
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which it gave rise is not a state of equilibrium, for it engenders 
forces which tend to modify it with a view to restoring to the 
factors of production their normal productivity. It is only when 
these forces are systematically paralyzed that under-employment 
can become a permanent characteristic of the society in question. 

V. The Political Consequences of the General Theory 

The preceding analysis will enable us to form an opinion 
concerning the efficacy and probable consequences of the remedies 
for imemployment which the Keynesian theory suggests. 

These remedies all rest upon the central idea that under- 
employment is due to an inadequate propensity to consume. To 
increase employment, therefore, it is sufficient either to increase 
the propensity to consiune or to offset the inadequacy of the 
demand for consumption goods by a systematic increase of invest- 
ment. In order to increase the propensity to consume. Lord 
Keynes recommends a redistribution of income designed to dis- 
discourage the deplorable instinct to save: 

Thus our argument leads towards the conclusion that in contemporary 
conditions the growth of weahh, so far from being dependent on the abstmcnf e 
of the rich, as is commonly supposed, is more likely to be impeejed by it. 
(Page 373.) 

He also contemplates appropriate fiscal and interest-rate policies. 
If the level of investment is fixed, total income depends entirely 
on the propensity to consume, therefore on measures tending to 
develop it. ^^So long as the marginal propensity to consume out 
of wages is greater than that out of profits,^' says one of his 
disciples, *^any rise in wage rates at the expense of profits will 
raise the aggregate marginal propensity to consume . . . thus 
raising the level of income that can be supported by a given level 
of investment and federal expenditure. (Econometrica, July, 
1946, p. 227.) 

The preceding analysis shows that these remedies cannot 
have any permanent effect on the level of employment, which is 
indifferent to the utilization made of .the incomes to which it gives 
rise. It also shows that the corresponding interventions will 
reduce the temporary unemployment arising from economic 
rigidity only in the exact degree to which the increase in the pro- 
pensity to consume arouses demand for the goods which the under- 
employed labor forces are capable of producing. If the latter are 
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unable or unwilling to ofiFer anything but investment goods, the 
increase in the propensity to consume will leave them unemployed. 
In any event, their adaptation to the new markets afforded them 
by a given increase in the propensity to consume would be neither 
less difficult nor less painful than that which would have made 
possible the absorption of imemployment by adaptation to the 
utilization which the owners of incomes intended to make of them, 
whether it responds to a desire to save or a desire to hoard. 

But the fundamental and quasi-universal remedy of the 
Keynesian theory is the investment expenditure undertaken by 
the state with a view to warding off the alleged inadequacy of 
private demand. For each level of investment there is supposed 
to be a corresponding level of income, and hence of employment. 
If employment declines, it is because the volume of investment 
required to sustain the existing employment has not been achieved. 
To do away with unemployment, it is necessary and sufficient that 
the state assume the investment expenditures which private 
initiative is unwilling to undertake. 

The whole preceding analysis shows that this conclusion is 
false. The level of investment expenditures, whether public or 
private, does not define the level of employment, since with every 
level of employment there is associated an income capable of 
absorbing the corresponding production, imder the one condition 
that the latter be adapted, in its nature, to the effective demand of 
the owners of incomes. Even if wc admit “as a permanent charac- 
teristic of human nature’^ the existence of a consumption function 
analogous to that iissumed in the Keynesian analysis, it does not 
lead to the conclusion that investment expenditures are necessary 
in order to insure full employment] for every demand which is not 
exercised upon the market for consumers’ goods will reappear in 
the form of demand for investment goods or for hoarding. 

It should be noted further that a demand for additional cash 
holdings will always be of limited amount, and that when it is 
satisfied, the corresponding demand will reappear upon the market 
for investment goods or consumers’ goods. 

It is true, however, that investment expenditures can bring 
relief to a temporary unemployment crisis, though only to a 
limited extent. They can furnish a market for unemployed labor 
forces available for the production of the investment goods for 
which they produce the demand. Every increment of investment 
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expe^diture can increase employment in the investment industries 
and in these alone. Moreover, we should not consider the invest- 
ment industries as a whole. It is only the factors of production 
specialized in the industries which benefit from the additional 
demand which will be afforded an additional market by the invest- 
ment expenditures, relieving them from the unemployment which 
would have led them to make the adjustment required by the 
conditions of market demand. 

However, though investment expenditures can in this way 
reduce temporary unemployment in the industries affected by 
them, they entail secondary effects which must be taken into 
accotmt if we wish to arrive at a decision on balance concerning 
the consequences which the full-employment policy will bring in 
its train when it becomes the object of generalized application. 
These secondary effects 'will vary according to whether the invest- 
ment expenditures are achieved within the framework of a treasury 
in equilibrium or with a deficit; in other words, according to 
whether they are financed by taxes and loans or by the issue of 
treasury bills rendered eligible for discount because the market 
has not of its own accord assured the absorption of them. 

In the first case, there is a levy on the society of the^resources 
devoted to the financing of the investment program. If the pur- 
chasing power thus taken away from individuals is that which they 
intended to spend on wealth not offered in the market (for example, 
in the Keynesian hypothesis, additional cash holdings), and if the 
increment of demand arising from the investment program im- 
pinges on wealth which the unemployed factors of production are 
capable of producing, the investment program will increase 
emplo3maent, but it need not turn out this way. It is probable that 
in large measure the demand for articles not produced — for 
example, increments of cash holdings — will persist and that the 
levies accomplished will, to the extent of an important fraction of 
their total, reduce the demands which were impinging upon the 
other segments of the market. 

Consequently, the program will have augmented the amplitude 
of the adjustments required for spontaneous reabsorption of the 
unemployed and delayed the moment when the latter will be able 
to come to pass. Under the (improbable) assumption that the 
public investment program has absorbed all the unemployed pro- 
ductive resources — that is, to the degree in which it has achieved 
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its purpose — it would have brought about the disappearance of 
every force capable of assuring an ultimate spontaneous recovery 
of the market. 

But, furthermore, if the investment expenditures imply the 
utilization of raw materials or goods demanded in the market, they 
will, by increasing the demand and hence the price of these goods, 
help to reduce the outlets spontaneously afforded them by the 
market. So far as they have served to absorb this wealth, the invest- 
ment expenditures will not have helped to increase the employ- 
ment in the market. Finally, so far as the investment program 
diverts means of production from the areas where they are more 
desired to less useful employments, it will reduce the standard of 
living of the society. 

However, it is unlikely that a large investment program 
following a period when economic depression has seriously reduced 
government revenues should ever be financed vithin the frame- 
work of a balanced budget. In the majority of cases, if not in all, 
resources will be obtained by the issue of treasury bills eligible for 
discount. 

In the situation foreseen by the Keynesian hypothesis — a 
depression caused by the refusal of certain workers to utilize the 
increment of income afforded them by an increment of employ- 
ment — inflation can supply them with the increments of cash 
holdings which they wish to obtain. In this way, so far as the offer 
of employment is accepted by the under-employed workers, 
whether it corresponds to their previous specialization or they 
accept the modifications in activity which it implies, an invest- 
ment program financed by inflation can bring about an increase 
of employment. 

However, individuals, other things remaining the same so far 
as prices go, cannot be supposed to increase their cash holdings 
indefinitely. The moment will necessarily arrive when the newly 
issued monetary tokens will not be wanted. Then they will pro- 
duce, along with a rise in the general level of prices, all the economic 
and social disorders associated with inflation. If we wish to avoid 
the latter without abandoning the investment program which has 
given rise to them, there will be no other solution but to limit 
demand by a system of general rationing. 

Thus, the inauguration of a vast program of public works, if 
it is carried out over a prolonged period, wiU revive in the world 
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an economic regime invented by Hitler, from which victory was 
supposed to free us. We shall see the restraints progressively 
tightening and expanding, and the steady unfolding of the familiar 
process of inflation will again bring about the suppression of all 
human liberties. In this way it will be demonstrated once more 
that the governments of human societies have a choice between 
only two solutions: to allow the apparatus of production to adapt 
itself to the structure which, by the movements of prices, the will 
of the consumers tends to impose upon it, or to adapt the desires 
of consumers by authoritative regulation to the structure of the 
productive apparatus which we do not propose to change. 

The preceding analysis illuminates the phenomena which we 
have observed during the past decade and explains why the devel- 
opment of war industries caused unemployment to disappear, 
while investment plans applied in peace time seem incapable of 
accomplishing it. The war-time programs created a practically 
unlimited demand. They reabsorbed unemployment because the 
workers available were transferred, voluntarily or under compul- 
sion, into the employments which this demand brought into being. 
As for financing, it was assured, so far as it was not covered by 
taxation or by loans, by recourse to the bank of issue. The inflation 
thus engendered was in large measure neutralized by rationing, 
that is, by the suppression of the freedom of the demanders in the 
utilization of their purchasing powder. 

The new activities obviously restricted the previous produc- 
tion by the utilizations of material and* of energy which they 
implied, but no one thought of complaining about it, because at 
the same time taxation, borrowing, and rationing restricted the 
power of buying. 

Can the same result — unsatisfactory as it is, since it implies 
and requires the suppresssion of all economic liberty — be hoped 
for in time of peace? I do not think so. In the first place, it is 
improbable that the administrative authorities will be able to 
impose in time of peace the transfers of labor power which such a 
program implies. These transfers will probably be neither less 
extensive nor less painful than those which would have assured 
the spontaneous reabsorption of the under-employed; and since 
the latter are considered unacceptable, it is improbable that the 
former would be any more acceptable, even if the public authori- 
ties had a mind to impose them. Moreover, the inauguration of a 
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large investment program will appreciably dimmish, by the 
utilization of raw materials and of energy which it requires, the 
production of articles really demanded. Public opinion will be 
reluctant to give up what it wants for the production of what it 
does not want. 

The privations which the investment program will cause will 
be much more appreciable than in time of war, for it will not be 
possible to raise the tax revenues to the level which they had 
attained during hostilities, or to obtain voluntary loans of such 
large amoimts, or to impose, by means of rationing, a sufficient 
neutralizing of purchasing power. For all these reasons, an unsatis- 
fied demand will persist in the market and this will give rise more 
or less rapidly, according to its relative magnitude, to all the 
troubles of inflation. 

In spite of these prospects, it is probable that the next period 
of depression will see a general application in the world of the 
policy suggested by Lord Keynes. I am confident that this policy 
will not reduce unemployment, except to a very limited extent, 
but that it will have profound consequences upon the evolution of 
the countries in which it is applied. Through the economic dis- 
orders to wiiich it will give rise, it will re-establish in the world a 
regime of general planning analogous to the regime of w’^ar time 
and based upon the suppression of all individual liberty. Thus, 
the next economic crisis seems likely to be the occasion for pro- 
found political changes, welcome to some people, dreaded by 
others. In any event, being based on a false theory, the remedies 
which will be adopted will give rise to repercussions very different 
from those they were designed to produce. Their ineffectiveness 
will be, for a great part of public opinion, one more reason for 
urging the suppression of a regime which, by denying itself, will 
have destroyed itself. 

Whom Jupiter wishes to destroy, he first makes mad. 

Jacques Rueff 

Institut d’Ltudes Politiques, Paris 
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Most of the thinking in the United States in recent years 
about postwar economic problems has been concerned with main- 
taining a high level of employment. Even those economists who 
have concentrated on international economic reconstruction have 
been unable to exorcise the specter of another “American depres- 
sion/' much like Mr. Dick, in “David Copperfield," who could 
never keep Bang Charles' head out of his history of England. This 
preoccupation, which is essentially a preoccupation with the 
broader task of reconciling private enterprise vnth a greater meas- 
ure of stability and security, is of course understandable after the 
experience of the 1930's. 

The British have gone much farther than we in this sort of 
postwar planning. Both major parties are committed to compre*- 
hensive plans, many of which have already been enacted, to guar- 
antee a basic minimum standard of living to all. This attempted 
guarantee will take two general forms: first, the provision of jobs, 
so that all may have an opportunity to earn an income/ second, 
a vast range of imeamed benefits, consisting of supplements to 
income in the event of economic misfortime — unemployment, 
industrial accident, parenthood, sickness, old age, death — and 
expanded services provided directly by the government — slum 
clearance, housing, education, etc.* 

1. The writer wishes to eiQMeBS his gratitude to Professors Myron W. 
Watkins and Howard S. Ellis, and Mr. Joel B. Dirlam for their suggestions 
and criticisms of this paper. 

2. See the CoaHtion^Ooveniment’s White Paper on Employment Policy, 
Cmd. 6527, May, 1944. 

3. White Papers on Social Insiirance, Cmd. 6550-51, September, 1944; 
National Health Service, Cmd. 6502, February, 1944 (the basis for the Health 
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However, the war, aggravating an unfavorable secular 
development, has imposed upon Pritain a second and funda- 
mentally less pleasant task: that of adjusting to a new and poorer 
position in the world economy. The components of this problem 
are by now familiar: 

(a) dependence upon imports' for the maintenance of accus- 
tomed living standards; 

(b) impaired ability to command those imports, because of 

(1) a long run deterioration of the competitive position of 
many of her export industries, 

(2) spreading economic nationalism, and 

(3) during the war, a further loss of markets, impairment 
of industrial capital, estimated officially at £885 mil- 
lion (through 1944),^ resulting from obsolescence and 
hcavj’^ wear-and-tear of equipment with maintenance 
lagging behind, liquidation of £1,118 million (slightly 
over one-fourth) of her foreign investments*^ and loss 
of others, and the rise of a giant competitor in the 
American Merchant Marine; and 

(c) a vast new short-term foreign debt, in the form of £ 2,879 
million of new foreign-OA^oied sterling balances accumulated during 
the war,® wliich will have to be paid off, in whole or in part. The 

Bill of 1946) ; Edurational Reconstruction, Cmd. 6458, July, 1943 (the basis 
for the Education Act of 1944); and others listed by Political and Economic 
Planning (PEP), “Reconstruction Plans, Planning, No. 227 (November 10, 
1944), pp. 18-19. 

4. “Statistical Material Presented During the Washington Negotia- 
tions,” Cmd. 6707, December, 1945, p. 13. 

5. Ibid., p. 9. The proceeds of wdr-time sales and repatriations may be 
compared with Sir Robert Kindersley’s estimate of total prewar foreign 
investments of £3,725 million only after adjusting the latter upward to include 
investments in Eire, to take account of the appreciation in the sterling value 
of dollar securities at the outbreak of war, and a general increase in market 
values. See N. Kaldor and T. Barna, “The 1943 White Paper on National 
Income and Expenditure,” Economic Journal, vol LIII (1943), p. 261. 

6. Total foreign liabilities of the United Kingdom amount^ to £3,355 
million on June 30, 1945, and are doubtless a few hundred million higher 
today. The official British estimate of total external disinvestment during 
the war (loss of foreign assets plus accumulation of foreign .liabilities) is 
£4,198,000,000, including, in addition to the figures listed above, a decrease of 
152 million in gold and United States dollar reserves, and an “unallocated” 
disinvestment of 49 million. “Statistical Material,” cited above, pp. 10-12. 
These figures do not include Lend Lease obligations, which have since been 
funded at $650,000,000. 
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question is: how can the British either avoid or hold to a minimum 
the decline in living standards which seems in prospect as a result 
of their diminished ability to command the foreign goods they 
need and the necessity of paying off a new foreign debt?^ 

Since the balance of payments reflects these changes in 
Britain's international position, this question has usually been 
posed as a problem of balance-of-payments equilibration:® can the 
British people remedy the prospective shortage of means of pay- 
ment for discharging their foreign debts and buying all the foreign 
goods and services which they would ordinarily demand when fully 
employed? If so, how are they going to do it? A fifty-five year 
loan from the United States, temporary moratoria on short-term 
foreign debts, and stringent controls over imports, it is generally 
conceded, are all helpful and necessary, but no more than tem- 
porary expedients with which no one will be long satisfied — 
neither foreign creditors and exporters nor the British people 
themselves. 

Actually, of course, there is no question of the ‘^ability’^ of the 
British people to overcome this ‘‘deficiency/^ It will be overcome 
whether they will it or not. Equilibrium in the balance of pay- 
ments, in the usual sense of an equality in the dem&nd for and 
supply of the means of foreign payment without need for net gold 
flows or net short-term capital movements, does not present a 
problem, per se.® Since no coimtry^s supplies of monetary gold and 

7. It ifi most unlikely that Britain will be willing or able to hold more than 
a small percentage of these foreign funds, now that she is committed to the 
earliest possible removal of exchange controls. Her net short-term foreign 
indebtedness as of AugustSl, 1938, amounted only to £760 million (Ibid., p. 10), 
This figure, which roughly approximated the dangerously high short-term 
debt of 1929 (Royal Institute of International Affairs, The Problem of Inter- 
national Investment, London, 1937, p. 339), resulted mainly from the heavy 
capital flight to Britain of the middle thirties, rather than from normal accu- 
mulation of deposits with the world ^s banking center. The mechanism of the 
World Bank and Monetary Fund will further reduce the need of foreigners to 
keep sterling balances. 

8. The author has discussed this problem elsewhere, Great Britain in the 
World Economy (New York, 1946), Chap. XV; see also Randall Hinshaw, 
* ^American Prosperity and the British Balance of Payments Problem,’* 
Review of Economic Statistics, Vol. XXVII (1945), pp. 1-9; Randall Hinshaw 
and Lloyd A. Metzler, ‘'World Prosperity and the British Balance of Pay- 
ments,” Review of Economic Statistics, Vol. XXVII (1945), pp, 166-70; 
Donald F. Ileatherington, “British Postwar Balance of International Pay- 
ments,” Foreign Commerce Weekly, August 25, 1946. 

9. Much of the following discussion of balance-of-payments equilibration 
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foreign exchange, or line of short-term credit abroad, are inexhaust- 
ible, it follows inevitably that in the long run no country can buy 
more foreign goods, services and securities (and make unilateral 
transfers) than it sells (and receives in other ways.) This truism 
may be restated in such a way as to apply to any individual or 
grouping of individuals. 

This long-run equality is maintained, fundamentally, through 
alterations in the ability of the peoples of the various regions 
involved to command foreign goods and securities — relative 
curtailment in coxmtries whose nationals are trying to buy too 
much, relative expansion in countries whose nationals are buying 
too little. Such alterations arise, automatically, out of the dis- 
equilibrium itself, and are of a magnitude and duration necessary 
to sustain a long-run balance.^ These corrective changes in real 
buying power may take any number of forms, in any combination. 
Balance of payments disequilibrium automatically ^ves rise to 
changes in the domestic money supply and alterations (cumulative 
or otherwise) in relative levels of money income and expenditure, 
as Ohlin, Iversen, and others have stressed Shifts in income levels 
may take the form either of changes in rates of earnings, or in 
levels of employment (either or both of which may develop spon- 
taneously, as in the case of the unemployment and wage and 
profit deflation in Britain's export industries in the 1920’s, or be 
induced by a deliberate bank policy to maintain the external value 
of the currency). Shifts in terms of trade, reflecting either changed 
domestic prices or alteration in exchange rates, usually accompany 
and reinforce these corrective changes. 

All of these developments have the effect of reducing the 
conunand over foreign goods in the weak countries and increasing 
it in the strong countries.^ The various forms of government 

is a summary of various sections of the author^s book, cited above. See 
especially Chaps. I-III, and pp. 275-76. 

1. This is not to suggest, of course, that the autonomous mechanism is 
at all times painless in its operation, or even that it provides the least painful 
method of reequilibration available. The only real balance-of-payments 
problem is not: will equilibrium be achieved? but In what way and at what 
cost will it be achieved? 

2. It is now commonplace that the terms of trade may ‘actually shift 
either way, although the probability, it is generally conceded, is that they will 
shift in favor of the country with the strong balance of payments. An opposite 
movement may indicate or create new disequilibria. In any event, the possi- 
bility (which is indeed the rule) of incessant disequilibration and re^uflibra- 
tion of balances of payments does not invalidate our exposition. 
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intervention with the purpose of preventing or correcting di»- 
equilibria (it is not contended that all government intervention 
h^ this intention or this resultO operate in the same manner: 
whether by deflating, imposing import or exchange controls, sub- 
sidizing exports, or permitting the foreign exchange rate to fluctu- 
ate, governments dter the ability of people in one country to buy 
the goods, services or securities of another. 

The anticipated “gap” between British expenditures and 
receipts, it may safely be predicted, therefore, will never mate- 
rialize. It will either take care of itself or be t^en care of by the 
government, in ways which will enforce a reduction in the real 
income of the British people — whether the reduction takes the 
form of import controls, depressed wage rates, a depreciated 
pound, or all three. But it is not the prospect of balance-of-pay- 
ments disequilibrium in itself which is alarming; what is alarming 
is this reduction in real income which threatens. The answer can 
be foimd only in an attack on the causes of the prospective “gap”: 
the world’s unwillingness or inability to buy British goods, Britiun’s 
continued need for foreign goods, and the loss of wealth which 
Britain has suffered as a result of the war. 

There are three possible avenues of escape from the threat of 
lower living standards. One is an increase in national efficiency, 
i.e. national productive capacity, which will make possible 
increased exports and, to a much smaller extent, a supplanting of 
foreign goods in fair competition in the home market.* The second 
is shrewd bargaining: in an exchange economy, real income is a 
function not only of productivity but also of the degree of control 
over the market, in short, of the terms of trade. The British 
government might attempt, as in the 1930’s, to exact discrimina- 
tory advantages for British goods in foreign markets imder the 
threat of excluding foreign exporters from the British market. By 
continued bulk purchasing, also, it might supply domestic needs 
at favorable, monopsonistic prices. The third} and most hopeful, 
alternative is a rapid rise in world income and trade, leading 
spontaneously to a more rapid increase in foreign demand for 
British goods than of British demand for foreign goods. Such an 
evmituality could conceivably sdve the balance-of-payments 

3. To the extent that home produote supplant imports only “unfairly,” 
e.g. as a result of a tariff, domesde Ihriog stwdards will still be bearing iib» 
cost of maintaining equflilwioim 
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problem painlessly, without need for any absolute dedine in 
British incomes. For equilibrium requires only that Britain’s 
ccnnmand over fordgn goods be depressed relative to the ability of 
the test of the world to buy Britain’s goods. It seems reasonable 
to ejqtect an absolute secular increase in the latter from now on; 
without it the British prospect would be gloomy indeed. 

The importance of the third poesibihty would seem to rule out 
reliance upon the second. “Shrewd” bargaining, in the form of 
government trading and discriminatory bilateral agreements, 
would invite retaliation and lead to trade wars, whose losses might 
soon exceed the benefits.* By intensifying the economic nation- 
alism which had such a devastating effect on British trade in the 
interwar years, it would jeopardize the far more striking curative 
possibilities of rising world incomes. In such circumstances, even 
granting rising incomes abroad, no such stimulus to British 
exports could be anticipated as m a freely trading world. The 
record and outcome of beggar-my-neighbor policiee is of suffi- 
ciently recent memory to require no summary. For Britain the 
record is clear: between 1929 and 1937, according to League of 
Nations indexes, world industrial production showed an incrwe 
of 20 per cent, and the output of primary goods 10 per cent, but 
the volume of world trade and of British exports declined three 
per cent and 17 per cent, respectively.® 

Crucial as this third possibOity is, we may exclude it hence- 
forth from our consideration in this discussion of British domestic 

4 This IS not to say that the British government may be expected quickly 
and voluntarily to forego the immediate advantages of such bilateral negotia- 
tions, as long as It 18 responsible for the national food supply and for the con- 
servation of exchange, and must m any ease plan for the gradual settlement of 
war debts In the circumstances, such agreements as those recently concluded 
with Canada and Argentina, and other similar arrangements m process of 
negotiation, are understandable However, this u to say that to attmnpt to 
resurrect world trade on such a bilateral basis is to sacrifice long-run national 
necessities for temporary advantages. 

A recent attempt to assess Britam's bargaining power, arising out of the 
dependence of foreign producers upon her market, and consequent abihty to 
exact special conceauons, concludes that it has b^ exaggerated, and offers 
httle ground for optimism concemmg the outcome of a trade war with the 
Umted States. G D A MaoDougall, “Britam’s Bargaming Powers'’ Econmmc 
Journal, Vol. LVI (1946), pp 27-37 

6. League mdexes from World Production and Trade, Bntah mdexes 
frcun the Board of Trade Journal, The volume of exports abne is of oourae not 
an adequate gauge of national welfare, but in Bntam’s present circumstanoes 
it is an extremely significant one. 
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policy. For one thing, although Britfw 'will, of course, have a (Km- 
sidor^le influence on the kind ($ ttorld economic ordor which 
emerges and the chances for an'^IVKnding world trade, the fact 
remains that British policy alqUM^lsill not determine the outcome. 
Moreover, there seems little pfospect that world trade will revive 
so rapidly as to eradicate completely Britain’s special balance-of- 
payments problem. Over the long pull, British exports will 
respond to world recovery in proportion to the ability of British 
industry to meet foreign demands more efficiently than its com- 
petitors. Between 1913 and 1929 the volume of world trade 
increased 27 per cent, according to League of Nations indexes, yet 
the volume of British exports declined 13.4 per cent.* Therefore — 
if our catalogue of Britain’s “avenues of escape” is exhaustive — 
the problem will remain, in greater or lesser degree, one for do- 
mestic policy to solve. The British people must direct themselves 
to the first means of averting the decline in living standards (com- 
pared with 1938) which threatens or of permitting the recovery 
which is possible — the increase of national productivity. It is 
with the implications of this task that this paper is primarily 
concerned. 

* 

II 

The British government, then, has a double mandate — 
perhaps it might better be described as a divided mandate — 
guaranteeing economic stability, security, and the basic minimum, 
on the one hand, and encouraging technological renovation, indus- 
trial adaptation to changed world market conditions, and the 
restoration of national wealth, on the other. The one springs from 
an aspiration typical of advanced industrial countries. As people 
have become better educated, better supplied, and better organ- 
ized by -virtue of the economic progress of the last century, they 
have sought government guarantee of a decent li-ving standard for 
all and protection against the contingencies of a speculative 
economy. Unable by mdi-vidual insight and pUmning to escape 
the -vicissitudes inherent in a business enterprise system under 
present-day conditions, and unwilling longer to tolerate them, they 
demand of the state security of livelihood, as the price of their 
continued acquiescence in the capitalistic regime. The other 
mission is in essence but a special case of the perennial and uni- 

6. Ibid., and League of Nations, Memoranda on Production and Trade. 
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versal economic problem, the need for economizing, arising from the 
inadequacy of means at hand for satisfying insatiable human 
wants. The one is an offshoot from a supposed ‘‘economics of 
abimdance,’^ based upon the fact of an already great productive 
capacity: it carries with it a rather pleasant prescription calling 
for realization of the potential plenty, in part by a redistribution 
of benefits, to maintain effective demand. The other springs from 
the implacable economics of scarcity: it suggests a none too 
palatable prescription for economic reconstruction and develop- 
ment, calling for expansion of productive capacity, increase of 
output, and repayment of debt; in a word, for frugality and hard 
work. 

It is not suggested that to undertake these two tasks at the 
same time is to work at cross-purposes. Their goals are not 
necessarily and at all points incompatible. On the one hand, de- 
pressions mean a terrific loss in the efficiency of the productive 
system. Their elimination will mean greater output, and increased 
national productive capacity, providing the means of short-run 
stabilization do not interfere with the long-nm adjustment proc- 
esses which spell progress. On the other hand, the pressing tasks 
of industrial reconstruction will for a time avert depression. When 
there is ample work to be done, job security presents no problem.^ 
Moreover, technological advances can be counted on to bring 
nearer and nearer the better life for all implied in the basic mini- 
mum. Even for the present, neither experience nor analysis 
affords much ground for doubting that capitalism can continue 
to provide adequate reward for productive effort, while at the 
same time being forced by government action to offer more 
security and benefits to the underprivileged than it would other- 
wise provide.® 

7. See p. 389, below. The leading British ‘^planners” are aware of 
this fact, but argue that the problem of unemployment for lack of effective 
demand will undoubtedly recur, perhaps ten or twenty years from now, when 
the present urgent consumption and investment needs are partially satisfied. 
The planning mechanism which they propose is intended to be a fiexible one; 
for the postwar reconstruction period they conceive that it will probably 
have to be used selectively to restrain effective demand (excessive consump- 
tion, less important investment), in order to ensure the satisfaction of the 
more urgent demands — for reconstruction and the elimination of *Want, 
Disease, Squalor, and Ignorance.” See William H. Beveridge, Full Employ- 
ment in a Free Society (London, 1944), pp. 31, 146-69, 348, 368,390-93; PEP, 
^Manpower Stocktaking,” Planning, No. 253 (August 2, 1946), p. 13. 

8. Unquestionably there are limits beyond which, at any given time, 
social security legislation can not go without weakening the mainsprings of 
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Neverthelesa, it is trae of these two prime subjects of British 
solidtude that the fears to which they give rise, the psychologies 
which they engender, and the policies which they suggest are 
indeed in large measure contradictory and incompatible. A Labor 
government, pledged to strive for both full realization of the 
economics of abundance and all-out attack upon the economics of 
scarcity, may find its efforts (and accompanying promises and 
appeals) in one direction dissipating those in the other. More 
specifically, it may jeopardize the chances of resolving the second, 
more basic, diBSculty by its concern with the first. 

Current American experience offers an imperfect analogy to 
this British dilemma. The point of departure for much economic 
speculation in this country during the war was fear of the defla- 
tionary consequences of a cessation of military spending. Yet in 
the event we have faced inflation, at least during the first postwar 
year and a half. Policies suitable for the prevention or correction 
of the one are, of course, not applicable to the prevention or cor- 
rection of the other. The crucial problem of forefendiog or com- 
bating either is one of timing.® But the slowness With which a 
three-compartment democratic government acts, and the incom- 
plete conversion of Congress to the viewpoint that it must assume 
responsibility for an active policy of economic stabilization (which 
calls for something more than a pious expression of intention, as in 
the recent Full Employment Act) necessitate both prediction and 
propaganda, if appropriate policies are to be adopted in time. The 
limitations and dangers of prognostication and agitation as the 
basis for economic policy are manifest. Many economists, pro- 
claiming the danger of imminent deflation in 1945-46, partly for 
propaganda reasons, encouraged wage and fiscal policies which 
have proved inappropriate. 

Moreover, in the circumstances, the public — which in any 
case finds it difficult to understand that what may have been cor- 
rect yesterday, and what may be desirable tomorrow, may be 
disastrous today — is easily confused. Broader social security 
coverage, higher imemployment compensation may be desirable 

enterprise (on the part of either the beneftciaries or those who bear the costs), 
but these limits seem as difficult to define as capitalism’s limit of tolerance to 
an internal public debt. The whole question of economic incentives stands in 
need of further exploration and more incisive anaemia. 

9. 8ee Committee for Economic Development (CED), Jobs and Markete 
(New York, 1946), Chap. VllI, passim. 
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in the long run, yet undesirable today.^ Higher hourly wage rates 
in 1947 may indeed help prevent a depression by providing a mass 
market for a reconvert^ and expanded industry, yet during 1946 
they contributed to inflation. Tax reductions may soon be impera- 
tive, but would be inexpedient today — and so on. 

The British dilemma is more serious, because it is more funda- 
mental: theirs is not a matter of the proper timing of policies to 
offset short-run business fluctuations, but a basic ^‘clash of prog- 
ress and security,” to use the dramatic characterization of the 
dilemma by Professor A. G. B. Fisher, in a book of that title.^ That 
issue bids fair to perplex them for many years. 

Modem technology, embodied in modem capital equipment, 
has been the mainspring of economic progress. A continued capital 
shortage is the prime characteristic of the ^‘economics of scarcity.” 
Britain — indeed the world as a whole, outside the United States 
— appears to have entered upon a new period of relative capital 
shortage,* which should persist for the next ten or even twenty 
years. This situation is in part the direct result of the war: recon- 

1. Tens, possibly hundreds, of thousands of veterans drew unemploy- 
ment compensation during the summer of 1946 despite the fact that they were 
students on vacation, and had not the slightest intention of working. These 
payments contributed to inflation by discouraging the taking of jobs, and by 
further inflating the money mcome stream. 

2. New York, 1935. 

3. As long as wants are unsatisfled, there may be said to be an inadequacy 
of capital. In this sense, the capital shortage of Britain or India was scarcely 
less acute (save for the intervenmg war-time depreciation and destruction) 
in the 1930's than it is today. What then differentiates the prospective 
^‘capital hunger*^ of the next decade or two from the “capital satiety” of the 
1930*8, to borrow Colin Clark's terminology? (The Economics of 1960, 
Toronto, 1942, Chap. VII-VIII.) 

In the earher period the prospective returns from capital formation, as 
viewed by the business man, who bore the prime responsibihty for investment 
decisions, were such that the demand for savings was far less, even at the then 
low inter^t rates, than the supply that would have been forthcoming at full 
employment. For the next few years, investment, conducted in greater 
measure than heretofore by governments, will probably match, if it does not 
exceed, the supply of voluntary (ex ante) savings. This will create upward 
pressures on national incomes and interest rates, and lay the basis for a rise in 
hving standards by increasing productive resources. 

In a perfect market there could be no persistent capital shortage greater 
in one area, for example “outside the United States,” than elsewhere. But 
political and psychological impediments to foreign lending by the United 
States, based on a distrust of the willingness or ability of foreigners to repay 
(a distrust which may prove well-founded because of a perverse American 
commercial policy) may perpetuate this paradox of capital shortage elsewhere, 
capital satiety h^. 
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struotiion a&d reconversion of productive fspcilitias, rebuilding of 
devastated cities, harbors and bridges, continued military expendi- 
tures and insistent pent-up consumption demands all vie in making 
demands on the limited supply of (real) savings. 

Moreover, we may be witnessing the upswing of a cycle of 
investment activity in the development of economically backward 
areas of the world. One sign pointing in this direction is the social 
awakening in those areas long dormant; witness the political 
upheavals m India, Indo-China, Indonesia, China, the Middle 
East, Eastern Europe, Argentina, Bolivia, Venezuela. But 
cyclical forces would probably have started an upward thrust of 
investment by now even without the galvanizing action of war. 
The drought of international investment in primary producing 
areas during the prewar decade would in any event probably have 
resulted in a relative recovery of the prices of food and raw mate- 
rials during the ’forties. A new wave of investment, such as 
occurred between 1900 and 1929, was evidently in the cards.^ 

Be that as it may, certainly the peoples of the Far and Near 
East, South America, and Eastern Europe will not be content to 
return to primitive, one-crop cultivation. They are intent on the 
introduction of modem methods of cultivation and the ’develop- 
ment of local industry. Before they are through, they will have 
revolutionized their economies. In the process they will require 
capital. Many of these countries already have the means at hand 
in war-swollen dollar and sterling balances; use of the latter will be 
a direct drain on British savings.' Finally, an improvement in the 
competitive position of British industry will require complete 
renovation of antiquated plant and machinery in the staple, 
export trades. Output per man-hour in Britain was far below that 
in the United States, even before tho war, and is undoubtedly 
farther behind now.* 

4. Such a relative recovery of primary prices around the turn of the 
century, following upon a decade of greatly ^ttoed international investment, 
undoubtedly stimulated the heavy invesiaoent that followed. See the author’s 
book, cited above, pp. 144-49. 

5. India, Burma, and the countries of the Middle East alone accounted 
for no less than £1,732 millioa Of the £3,365 million of short-term external 
liabilities of the United Kingdom on June 30, 1045. “Statistical Material,’’ 
loo. cit., p. 11. 

6. ^ PfaiBp B. Brown, "Prospective National Income and Capital 
Formation in the United Kingdom,’’ American Economic Review, Vol. XXXVI 
(1046), pp. 565~666, and tiie author’s book, cited above, Chaps. V-VII. 



TBE BRITISS BALANCE OF PATMENTS 


870 


Sinoe^ even if th^ wanted to, the British people cannot hope 
to attract from foreign soxirces more than a very small portion of 
<±te capital which they require, they must provide it out of do- 
mestic savings. But unless national income increases more rapidly 
than anticipated, it seems unlikely that they will voluntarily 
forego consumption to the extent necessary to accomplish the 
taskB which need doing.^ Statistical '^computations'^ of a nation's 
income and outlay in the future are at best of dubious worth, but 
what computations have been made bear out this judgment. 

For example, projections made by Nicholas Kaldor in 1944* 
yielded estimated national savings of £576 million in 1948 (all 
estimates are at 1938 prices) and consumption outlays (public and 
private) of £5025 million out of a national income of £5600 
million. This volume of savings would permit “only ... a modest 
increase in the rate of capital expenditure in industry and in 
housing," according to Kaldor. Highly tentative formulations of 
two alternative investment plans more nearly approximating 
Britain's needs (in 1948) yielded figures of £750 and £1000 million 
— 31 per cent and 74 per cent, respectively, in excess of estimated 
voluntary savings.® The larger figure provides a hypothetical 
£140 million for net investment in plant and machinery, com- 
pared with £45 million which Kaldor suggests might be available 
if national savings amount to only the estimated £576 million.^ 

These figures seem reasonable in the light of a few more 
recent specific plans and estimates of capital requirements for the 
rehabilitation of the three industries most in need of drastic over- 
hauling. Direct comparison may not be made, however, because 
these figures are in current poimds sterling, which are of consid- 
erably smaller value than the 1938 pounds m which Kaldor’s 
estimates are expressed, and because these reconstruction exp>endi- 

7. See Mary E. Murphy, ^Tiends and Conflicts in the British Economy,” 
American Economic Review, Vol. XXXVI, Papers and Proceedings (May, 
1946), pp. 628-41. 

8. Beveridge, op. cit., Appendix C. 

9. Ibid. The figure of £750 milhon includes provision fpr 600,000 houses 
annually (^regarded as the necessary rate of building, if an adequate number 
of houses are to be provided, and all slums abolished, in a period of 15 years”) 
and a 92 per cent greater investment in fixed capital (including public works) 
than actually occurred in 1938 (in real terms). The second estimate includes a 
still larger investment in plant and machinery and public works, and a con- 
tribution of £160 million to the reconstruction of Europe 

1. Both plans make additional provision for ”otW fixed capital” and 
public utilitieB. 
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tures are planned for a period of years, whereas Kaldor’s figures 
are for annual outlays.* A recent plan submitted to the govern- 
ment by the British Iron and Steel Federation suggests an expen- 
diture (over a period of years) of £168 million for that industry 
alone — a sum which the London Economist characterized as 
‘^certainly not too great.'' Capital expenditures by this industry 
amounted to one or two million annually in the late 1920's and 
about £6 million annually a decade later.* For mechanizing the 
coal industry, the recent nationalization legislation provides for 
expenditmes of £150 million in the next five years, and promises 
more if necessary.* The capital costs of reequipping the cotton 
textile industry have been put as high as £250 million.® 

Only Kaldor's larger figure for over-all net investment re- 
quirements makes any provision (£150 million for 1948) for a 
renewal of international lending, to assist in the reconstruction of 
Europe and to rebuild depleted foreign assets. Yet so great is 
Britain’s dependence on a revival of world trade that such a con- 
tribution is most advisable, despite the country's own urgent 
needs. Moreover, though these estimates assume a sufficient pro- 
duction of export goods to close the gap in the current balance of 
pajonents, neither makes any provision for debt repayment. If 
the blocked sterling balances are funded and paid off at the same 
rate as the American loan, these payments for services already 
rendered will amount to an additional £100 million annually for 
the next 50 years. On the other hand, the American loan will make 
available £187,500,000 annually for five years, but thereafter will 
impose an added burden of £30,000,000 a year.® 

2. British wholesale prices were in the spring of 1946 some 72 per cent 
above their 1938 level; the cost of hving had risen roughly 31 per cent m the 
Mme p^iod. The estimates of required capital expenditure m these specific 
industries, which may refer to gross mvestment, may on this account also not 
be closely comparable with Kaldor’s hypothetical figures for net mvestment 
outlay. 

3. *Tlan for Steel,” The Economist, Vol. CL (May 11, 1946), pp. 759-60. 

4. ”Coal Bill Inquest,” The Economist, VoL CL (May 18, 1946), 
pp, 805-6. 

6. ”A Policy for Cotton, The Economist, VoL CL (January 6, 1946), 
p. 23. 

6. The American loan is to be repaid, beginning in 1951, in 50 equal 
(^oept for the laet) i^ual installments, at the rate of 331,823,000 for every 
billion dollars of (n'edit used. Since the credit will presumably make possible 
an expansion of Britain'e productive capacity sufficient to create the means of 
paying the (interest) coet of the loan, the interest will represent no net new 
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In a recent article, Philip S. Brown has concluded that 
Kaldor’s projections wwe unduly optimistic. By projecting pre- 
war trends, Kaldor assumed a 13 per cent increase in man-hour 
productivity between 1938 and 1948. Brown, calling attention to 
the war-time depletion of capital equipment and the decline in 
that part of the population which is of working age, a decline in 
immediate prospect, concludes that man-hour productivity will 
be no higher than a decade earlier, although an increase of perhaps 
14 per (jent may be anticipated by 1952. His estimate of net 
capital formation, even in that later year, is only £520 million, at 
1938 prices, compared with Kaldor’s 1948 estimate of £575 
million.^ 


Ill 

In a country as exposed as Britain to the vagaries of inter- 
national competition — particularly one which has just lost 
perhaps 25 per cent of its national wealth® — neither economic 
security nor a better livelihood yield to direct search. For the 
nation as a whole, the former can be attained only as the by-prod- 
uct of technological progressiveness, of constant adaptation and 
change; the latter, similarly and equally paradoxically, can come 
only as the by-product of abstention. Britain must have a high 
rate of saving, to restore the lost wealth and increase national 
productive capacity. Taxes will have to remain high, to pay off 
foreign debts and the cost of expanded social security, free public 
education, and slum clearance. Moreover, high-bracket incomes 
alone cannot provide these revenues. For one thing, these sources 
are inadequate. For another, progressive taxation reduces the 
supply of savings. Hence Britain cannot afford quickly to reduce 

burden, but the repayment of principal will require a substitution of British 
savings for American credit. 

Repa 3 rment of the Lend-Lease settlement of $650,000,000 and of £3 
billion of sterling balances (£5 million and £95 million annually, beginning in 
1951, if settlement of the latter is on the same terms as the former), payments 
for services already rendered, will represent in toto a net new burden on the 
national product. 

7. Op. cit., American Economic Review, Vol. XXXVI (1946), pp. 557- 

70. 

8. This official estimate is based on a comparison of estimated external 
disinvestment, £4,198 million, domestic disinvestment (accumulated arrears 
of depreciation and obsolescence of business property only), £885 million, 
physical destruction on land and sea, £2,200 million, with estimated national 
wealth of £30,000 million. '^Statistical Material,'* loc. cit., pp. 12-14. 
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the heavy war-time direct taxes m the middle and lower ranges of 
income and indirect taxes on consumer goods and services; these 
levies yield large revenues to the Exchequer while at the same time 
tending to check the propensity to consume and to import.® Con- 
tinuation of import controls, rationing of basic foods, and alloca- 
tion of raw materials into export products and essential recon- 
struction are other imavoidable necessities in such a program of 
“austerity,’' at least until the balance of payments has rioted 
itself sufficiently to make possible relaxation of such controls. 
Other measures of national abstinence must include a halt to 
money wage increases which necessitate price increases, to enable 
British exporters to compete, and to restrain the propensity to 
consume, and sacrifice of restrictive provisions in collective bar- 
gaining contracts, a perfect example of a direct quest for job- 
security which jeopardizes the technical progressiveness from 
which alone truly social security may be found. For the time 
being, the British people may even have to lower the sights for the 
housing program, because housing uses savings (and hence labor, 
materials, and foreign exchange) which may better be used else- 
where. It may be difficult to accept the idea that any use of scarce 
resources could better serve the public welfare than the provision 
of adequate housing; in fact, in their present circumstances, if the 
British people have to decide whether to divert some lumber from 
housing to the construction of temporary movie “sets” for films 
which may please foreign audiences, they may be wise to do so, for 
upon the recovery of exports rests the hope for more and cheaper 
food.^ 

9. To the extent that the revenues are paid out as social security and 
similar benefits, such taxes hold down the increase of the national propensity 
to consume. 

1. Again, one may well question the advisability of continued import of 
such foreign luxuries as American motion pictures, if it becomes necessary to 
curtail residential construction in order to conserve foreign exchange, and to 
encourage the exports which make possible such relatively frivolous imports. 
Continued limitation of such imports will be unavoidable for the time being. 
However, the British government may have to think twice about relying 
solely on this means of enforcing national “abstinence,^* if these trade controls 
jeopardize the success of a co-operative international program for the lowering 
of trade barriers. See pp. 386-3S8, below. 

At the same time, the British have a right to demand as quid pro quo for 
freeing from governnmtally-imposed restraints foreign films seeking access to 
the British market that the United States free its domestic market from such 
private trade baandere as the control of distributive channels by American 
producers, which hi tKpially effective in limiting the ability of foreign films to 
compete freely for the consumer’s favor and money. 
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Yet in weighing all these poanble courses a labor government 
is likcdy to be tom between its two mandates. Social security, 
higher old age pensions, broader education, including the raising of 
the school-leaving age from 14 to 16, and goverament-eubsidized 
housing unfortunately run up against the economics of scarcity. 
All entail a higher national propensity to consume, a using up 
rather than a conservation of savings.* Already rising wage rates, 
pressure by unions for guaranteed annual pay and other contract- 
ual welfare provisions, predicated in most cases upon anticipated 
rather thmi already accomplished increases in productivity, have 
led to higher unit costs. Thus the benefits (in terms of expanding 
exports without increasing imports pari passu) of the prospective 
integration, mechanization, and modernization of such industries 
as coal, steel, textiles, have been partially dissipated, in advance. 
The lack of strict national wage controls is politically under- 
standable; so are the much higher wages decreed for coal in hope of 
holding and attracting reluctant workers to the mines; so also is 
“the most powerful cost-raiser of all . . . the factor that cannot be 
registered in statistics — the universal reluctance to do a hard 
day’s work to which almost every employer of labour could at 
present testify,” reported by the London Economist.* But under- 
standable or not, the results are likely to be serious. 

In the circumstances, the influence of direct provisions for 
security upon economic incentives can not be ignored. Consider, 
first, the effect on the incentives of those who bear the taxes. No 
one can prove the existence of, much less locate, the limit of toler- 
ance of business and investors to graduated income taxation. Yet 

2. This is true as long as the taxes levied to cover the costs of these 
programs dimmish to the slightest extent the savings of the taxpayer, as of 
course they must. Social security payments involve a higher national pro- 
pensity to consume, if the beneficiaries save less of the payments than the 
taxpayers would have saved; this, too, is of course probable. The Economist 
dramatically expounds this dilemma in ‘‘Assumption D,” Vol. CL (February 
2, 1946), pp. 161-62. 

3. “Costs and Efforts, “ Vol. CL (January 19, 1946), p. 81; see also “The 
Risk of Inflation, “ Vol. CL (May 25, 1946), p. 827. The liberal weekly Now 
Statesman and Nation reports the same attitude, with the return of the 
“atmosphere and the traditions of peace,” and lays the blame on the failure of 
the labor government to give workers new incentives to hard work. “Incen- 
tives in Transition,” Vol. XXXI (April 20, 1946), pp. 275-76. Meanwhile, 
government leaders themselves are apparently seriously concerned over “go 
5ow” tactics, tolerated, if not encouraged, by unions. New York Times, 
November 6, 1946, p. 1. 
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titere must be some limit, and it seems certain, for the time being 
at least, that any attempt to meet the expanded demands of the 
Exchequer by heavy taxes on higher incomes and corporations 
idone, tvhile reducing taxes in the middle and lower income brackets 
to prewM levels, will no longer suffice, and may seriously impair 
entrepreneurial incentives and the supply of savings. The problem 
of the incraitives of those who are protected also deserves probing. 
Barbara Wootton suggests that the only ultimate solution to 
modem society’s dilemma of tmwillingness, on the one hand, to let 
people lack Tninimum provision for health and decency — an 
unwillingness which will soon take concrete form in British law, 
while remaining largely verbal in the United States — and, on the 
other, fear of withdrawing the threat of starvation as an economic 
incentive is to provide such a minimum for all, while at the same 
time providing more than that for those who do work.* Unfortu- 
nately, today this remains, for England, a counsel of perfection. 
In the meantime the risk remains — a risk no doubt worth taking, 
but a risk none the less — that broad plans of social insurance, 
“more jobs than men” (or even as many jobs as men), and stand- 
ard wage rates or levels of income not closely related to effort or 
productivity — all in the interest of security for the individual — 
will so weaken the will to work, and hence so raise unit costs as to 
threaten wholesale insecurity.* 

The danger of excessive attention to security is not confined 
to wage earners. Britain has suffered in recent decades a progres- 
sive ossification of business enterprise, the evils of which are 
obvious in an economy which depends upon business initiative for 
continuous adaptation and steady growth. The story of this 
declining virility is a familiar one. Many signs in the last quarter 
of the nineteenth century indicated that German business men, in 
particular, were quicker to introduce improved methods of pro- 
duction and more aggressive in finding and holding customers than 
their British competitors.® The problem became far more acute in 

4. Freedom Under Planning (Chapel Hill, 1946), p. 101. Beveridge 
offers a similar caveat and a similar solution. Social Insurance and Allied 
Services (New York, 1942), pp. ff-7. 

5. ^ "The Carrot and the Stick,” Economist, Vol CL (June 29, 1946), 
pp. 1033-36, and, on the other side, l^veridge. Fall Employment in a Free 
Society, pp. 194-98. 

6. J. S. Hoffman, Great Britain and the German Trade Rivalry, 
1875-1914 (Philadei^liia, 19^), Chap. I and passim; Alfred Marshall, “Memo- 
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the period betwe^ the two World Wars when, under the stress of 
increasing adversity in international competition, excess capacity, 
and the manifest need for industry-wide reorganizations, en- 
couraged by a sympathetic government and a new tariff protec- 
tion, British business leaders systematically eradicated the spur 
of competition at home and abroad.^ The results of this sheltering 
of inefficiency are apparent throi^out British industry, not 
merely in the basic export trades — coal, iron and steel, textiles — 
but even in the newer industries, where the spirit of competition 
was weak from the outset, and has been further impaired by 
patent controls and widespread cartel agreements with foreign 
producers.® 

Nationalization and the preparation of comprehensive “plans” 
for inefficient industries, the remedies proposed by the Labor 
Government, do not automatically ensure correction of these 
deficiencies. This truism has been repeated frequently in recent 
years, and deserves continued reiteration. Nevertheless, such 
measures attest to an intention to attack the problem of indus- 
trial inefiBciency vigorously, a determination to make the necessary 
capital available, and an unwillingness to permit a respect for 
vested business interests to prevent the weeding-out of the lag- 
gards. These are certamly favorable signs, but the task has yet to 
be done. 

Andr6 Siegfried chided Englishmen in 1931 for their inability 
to tighten their belts and get to work. An excessive appreciation 
of the pleasures of modem civilization, he clmmed, unfitted them 
in the stmggle for existence. Their refusal to retreat from accus- 
tomed standards of living, their resistance to wage reductions and 
hard work, their acceptance of a dole as a matter of right, had the 
result that 

England is trying to compete in international markets and at the same 
time provide her people with a wage level and a standard of living which does 

randum on the Fiscal Policy of International Trade,” Official Papers (London, 
1926), pp. 405-6. 

7 . Arthur F. Lucas, Industrial Reconstruction and the Control of Com- 
petition (London, 1937); Bon W. Lewis, Price and Production Control in 
British Industry, Public Policy Pamphlet No. 25 (Chicago, 1937). 

8. In automobiles, rayon, electrical products, and various branches of 
the chemical industry, for example, evidence accumulated of a British lag 
behind competitors in the interwar years. See the author’s book, cited above. 
Chap. VU. On British participation in cartels in the chemical, electrical and 
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not pennit oostt to be low eaoxtgk either to eoport profitably, or to attmoiths 
capital neceeeary. . . . 

At the moment when they should be redoubling their efforts, when 
everything has to be reconstructed on a new pattern, they prefer to rest on 
their laurels.' 

During World War II the British, faced with the inexorable 
necessity of economic sacrifice, rose to the occasion. It is more 
difficult to realize that the economics of scarcity may impose a 
similar requirement in time of peace, even though the war was a 
“victorious” one. Realization of this need and appropriate action 
must be particularly difficult for a people who have experienced 
rising real incomes for a century. Because of their continually 
rising productivity, and because of the rapid increase in foreign 
demand for their goods, the British have found it possible in the 
past to obtain steadily rising wages for declining hours of work, and 
increasing social services. No inherent defect in the British char- 
acter, such as Siegfried implied, prevents them from surmounting 
their current difficulties. Invidious speculative comparisons with 
the response of other nations to similar circumstances would be 
interesting but irrelevant. The fact remains that in Britain’s 
straitened circumstances, continued pressure for higher wages, for 
governmental benefits supported either by progressive income 
taxation or by taxes on payrolls, in expectation of (and in advance 
of) increase in productivity and in world demand for British goods, 
may prove dangerous. 

The dangers are two. First, high wage costs, whether imposed 
by union pressme or payroll taxes, will hamper British exporters 
in international competition, once the extreme scarcities of the 
immediate postwar years are eliminated. Since world demand for 
British goods will soon be very elastic again, the effect will be an 
aggravation of the balance-of-payments disequilibrium. It may 
be argued that in this event all that would be required would be a 
decline in sterling, which would eradicate both the competitive 
handicap and the advance in real incomes of workers entailed by 
the hi^er wages. However, under the Bretton Woods mech- 
anism, quick approval for substantial alterations in exchange 
rates will not be easy to obtain; nor is any British government 

other fields, see Qewge W. Stocking and Myron W. Watkma, Cartels in 
Action (New York, 1M6). 

9. England’s Odsis (New York, 1931), pp. 132, 177; see also pp. 27-28, 
91—106, and pasailB. 



TOE BBITISB BALANCE OP PAYMENTS 


887 


going to be anxious to resort to systematic devaluation of sterling 
as an oflBset to rising costs. On the contrary, unless a sudden de- 
cline in American prices occurs, the British are likely to cling to 
the present artificially high rate of $4.03,^ just as they did during 
the war. Competitive depreciations were to be expected in the 
prewar era of underemployment; overvaluation, accompanied by 
selective direct controls, has greater appeal in an era of scarcity. 
Considering the inelasticity of British demand for foreign goods, 
and the fact that expensive raw material imports mean high 
export costs, no British government is likely to choose poorer 
terms of trade to avert gaps in the balance of payments. Hence 
excessively high export prices are likely to mean continued import 
restrictions, rationing and allocation of scarce materials, all of 
them not merely vexing and embarrassing to a country which is 
seeking to co-operate in freeing world trade of restrictions, but also 
in the long run a threat to British living standards, which depend 
on an expanding world trade. 

1, It is impossible to determine conclusively whether, let alone how much, 
sterling is overvalued or undervalued compared with the dollar. Purchasing 
power parity rates, based upon some period in the past when balances of pay- 
ments (and hence, presumably, exchange rates) were apparently in equilibrium, 
have never been an adequate criterion, because relative price levels are not 
the sole determinants of the transactions which constitute the balance of 
payments. Canadian prices rose more rapidly than British between 1900 and 
1914; this price change was neither a cause nor an indication of a progressive 
over-valuation of the Canadian doUar, but on the contrary was a result of the 
great increase of investment activity, accompanied by a rapid influx of 
capital from abroad — which bolstered rather than weakened the Canadian 
dollar. 

So the present doUar-pound rate apparently reflects fairly accurately 
the relative rise of British and American wholesale prices in the last ten years. 
Professor Howard S. Ellis has informed the writer of a recent computation by 
the Board of Governors of the Federal Reserve System which yielded a 
parity rate as of May, 1946, of $3.8645, taking the period October 1936-July 
1937 as base. The recent rise of American prices has doubtless corrected the 
slight divergence indicated between parity rate and the present market rate 
of $4.0336. Nevertheless, sterling may in the interim have become overvalued, 
because Britain has since become a debtor, and faces the need for making 
heavy unilateral payments to foreign holders of sterling balances, while having 
lost important sources of income from abroad. And a future decline in British 
compared with American prices, implying a progressive undervaluation of 
sterling, may be nothing more than an equilibrative adjustment to the re- 
quirement of a higher ratio of British exports to imports of goods and services 
than in 1936, if equilibrium is to be maintained. 

Of course, price parities mean even less than ever today, in view of the 
widespread domestic and foreign trade and exchange controls. The use of 
purchuing power parities rests on the assumption of a free market: more 
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The second danger is that wage and tax costs will encroach 
excessively upon business incentives and the supply of voluntary 
savings, for both of which the need is exigent in an economy which 
continues to rely primarily on private enterprise. Employees in 
capitalist economies have in the past obtained wage increases and 
the benefits of social legislation, not primarily out of “surplus 
value,” but from the fruits of technolopcal progress, powered by 
the quest for profit and fueled by a flow of saving. The Labor 
Government unquestionably recognizes, as have reform govern- 
ments in other countries, that such gains cannot with impunity 
and without limit be extracted from the rewards for enterprise 
and investment and out of incomes which would otherwise be 
saved, without jeopardizing the advancing national productivity 
which alone makes possible the continued increase of such benefits. 

These considerations suggest the need for a revaluation of the 
r61e of savings in the British economy in the next decade or two. 
High wages, social services for the needy, financed by progressive 
taxation, have long been justified on grounds of equity. Out of the 
experience of the past twenty-five years has emerged a second 
justification: that such disbursements protect “mature” economies 
(or, as may prove to have been the case, economies in the “mature” 
phase of a long cycle of investment activity) against permanent or 
recurrent unemployment A tendency for savings at full employ- 
ment to outrun profitable investment outlets is a cardinal article 
in this doctrine. Progressive taxes and high wages have been urged 
by postwar planners, therefore, as a means of sustaining effective 
demand. People are exhorted, not to parsimony, but to greater 

precisely, it assumes a substantial area where margmal units move solely m 
response to price chani^, and it assumes no change in the freedom of the 
market durmg the peiiod under consideration. 

Actually, as the writer has argued elsewhere (op. cit , pp 171-73), the 
entire concept of “overvaluation” or “undervaluation” of a currency is mis- 
leading, implymg as it does that the balance-of-payments disequihbrium, or 
the need for trade and exchange controte, symptomatic of an mcorrect ex- 
change rate, was caused by the divergence of that rate from an equilibnum 
level, or that the correction of that divergence is the proper way of ehmmatmg 
the disequihbrium 

The statement that sterhng is overvalued today therefore means only 
that, if Britain were to remove her controls over prices, imports, and con- 
sumption, and to make blocked sterling balances freely convertible mto 
foreign currencies, the pound would declme compared with the dollar. If this 
IS not true, then there is no British balancoKif-payments problem. 
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coQsumption, in order to take full advantage of the potential 
abundance about them.^ 

With the re-enthronement, in Britain, of the economics of 
scarcity, it becomes clear that, for some time at least, excess 
savings vnll be conspicuous by their absence. The problem vdll be 
to maintain an adequate rate of saving. This is true, not only 
because of the pressing demands already noted, but idso because 
the higher the propensity to save — the more the British people 
abstain voluntarily from consumption, whether of fore^ goods or 
of domestically produced goods and materiids which might other- 
wise be exported — the less will be the need for trade controls to 
equate receipts and payments, and the more therefore can Britain 
contribute to loosing the bonds on world trade in general. For both 
these reasons, the less the British consume today, the higher will 
be their real income tomorrow. 

The widespread fear that savings will be inadequate, that 
consumption expenditures (individual and social) will be too high, 
suggests that the British have little cause to fear large-scale 
tmemployment in the next decade or so. This seems dednitely 
to be true. If it is, the demands for security can in large measure 
be satisfied without enforcing any further redistribution of income, 
and without interfering with the rehabilitation of British mdustiy 
and the replacement of lost wealth. 

The General Staffs of the Allied countries have frequently 
been accused of having spent the interwar period, as usual, pre- 
paring for the war which had just passed, rather than for that 
which was to come. Economic planners may be forgiven an 
occasional glance at the past, for whereas the technology of war- 
fare moves constantly “forward,” the problems calling for economic 
planning are in large measure reciffTent. Even if no one business 
fluctuation is exactly like any other, there is the indisputable fact 
of a cyclical movement. Nevertheless, the British postwar planners, 
concentrating their attention on the problem of full employment, 
may well be subject to the same criticism as the generals. It is 
well, of course, to be prepared for a deflation fifteen years hence or, 
perhaps, for one sooner, spreading eastward from the United 
States, which is in the happy position of really having to plan to 

2. See, e.g., Beveridge, Full Employment in a Free Society, pp. 95-96, 
167, 166-66, 186, 
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make full use of its potential abundance.* But if such planning is 
based upon a distrust of saving, and intentionally or uninten- 
tionally encourages even steeper progressive taxation, hi^r wage 
demands (to “m^tain purchasing power”), job-security pro- 
visions in labor contracts, inflexible prices, and an avoidance of 
competition, it may prove positively detrimental in the altered 
circumstances of today. 

There are other signs of a recognition of these altered cir- 
cumstances besides the emergence of a new (rather a recurrence of 
the traditional) evaluation of savings.* A declining birth rate, 
like the quest for security, is a product of higher living standards, 
and has a similar motivation. Political and military considerations 
are largely responsible for the alarm with which the declining 
Western birth rate is currently regarded. Also, in the last ten 
years, some economists have argued that capitalism, under which 
we have traditionally directed a substantial portion of available 
productive resources to providing for ever-larger future genera- 
tions, will now be unable to provide adequate employment oppor- 
tunities because of the altered market prospect. 

However, more recently the prospects of an economy of 
scarcity have reawakened fears akin to those of the Mercantilists 
regarding the economic consequences of a stationary or 'declining 
population. For example, the influential Political and Economic 
Planning organization (PEP) has recently characterized the danger 
as follows: 

By 1949 or 19d0 we shall have nearly 18 millions as our civilian working 
population — rather less than those available in 1939. Thereafter the age dis- 
tribution of this population will become more and more adverse to production 
as the population as a whole grows older, and later on the total numbers are 
bound to shrink. With those human resources Britain has got to restore and 
maintain home consumption, to build up a larger volume of exports . . . and 
to add again to this volume in order to repay her overseas indebtedness.' 

3. “Our capacity to produce is enormous — perhaps 40 or 50 per cent 
more than our actual 1939 output. FaiMre to consume and invest at rates far 
higher than prewar will mean mass unemployment.” CED, op. cit., p. 113. 

4. Sir William Beveridge, himself, while reciting several times the 
dampening effect of savings on effective demand, stated clearly that consump- 
tion would probably have to be restrained in the reconstruction period. Sw 
p. 875, note 7, above. 

5. “A Ftogramme and a Purpose,” Planning, No. 246 (March 15, 1946), 

p.6. 



THE BRITISH BALANCE OF PAYMENTS 


391 


Recently Prime Minister Attlee has spoken in the same vein: 

We are faced with a shortage of manpower. We must see to it that it is 
used to the best advantage, and that means a changed attitude of mind. For 
years before the war we were accustomed to having surplus labour on the 
market, to having a large amount of un^ployment, and the existence of that 
surplus labour bred in all classes an attitude of mind that must be changed. . . . 
Therefore, all classes must get away from the old ideas, and realise that we are 
now going to live in a world of full employment.® 

The assumptions underlying these statements are not the 
assumptions behind the economic homilies of the 1930^s. They 
evince no fear of an excess labor force. They carry no suggestion 
that Britain may have become incapable of supporting its expanded 
population at accustomed standards of living.^ Nor do they 
demonstrate any fear that a stable or declining population threaten 
unemployment, for lack of investment opportunities. The basic 
assumptions are both anti-Malthusian and '^anti-Hansenian^^: the 
implicit predicate is that a progressive technology can put off the 
point of diminishing returns as the British population grows.® The 
attitude is simply that with so much work to do a chronic shortage 
of manpower threatens to delaj^ completion of the task of recon- 

6. Quoted by PEP, ^‘Manpower Stocktaking,^' Planning, No. 253 
(August 2, 1946), p. 1. The alarm caused by the prospect of a declining popu- 
lation is not confined to reformist groups and parties. It was the Coalition 
Grovernment, led by Conservatives, which set up the Royal Commission on 
Population, which has for two years been conducting a family survey to 
ascertain the causes of the low birth rate. New York Times, May 8, 1946, 
p. 17. See also Brown, op. cit., pp. 557-69. 

7. There is no way of determining the number of inhabitants a given 
region can support, at given standards of living, at some time in the future, 
as the author has argued elsewhere. ‘Talestine: A Problem in Economic 
Evaluation," American Economic Review, Vol. XXXIV (September, 1944), 
p. 559. However, the decline in the q^mpetitive position of British export 
industry and the march of economic nationalism in the interwar years gave 
rise to justifiable fears that the British Isles could no longer support a popula- 
tion which had grown and prospered as a highly specialized part of a network 
of expanding world trade. 

In part, the altered attitude toward the population prospect may be 
attributed to general post-war optimism. In part, however, it is undoubtedly 
attributable to the return of the economics of scarcity — to the fact that once 
again there appears to be more than enough work to be done. 

8. See, e.g., PEP "Population — A Challenge and a Choice," Planning, 
No. 261 (Jime 14, 1946), p. 7 and passim. At the same time this pamphlet, 
without recognizing any implicit contradiction, does make a concession to the 
Ke 3 mes-Hansen viewpoint, stating as a second cause for alarm the threat of 
unemployment for lack of investment outlets, pp. 7-8. However, the authors 
advance this as definitely a secondary consideration. 
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struoting British industry and raising living standards. Though 
this is a recurrence of the economics of scarcity, it has a counter- 
Malthusian twist: it is inadequate population, not an excessive 
one, which carries the threat of poverty.* 

IV 

Since the altered circumstances which are responsible for 
these changes in attitude toward savings and population growth 
result primarily from an altered British position in the world 
economy, it may be helpful once more to state in terms of the 
balance of payments the dilemma facing the British government. 
A prospective deficiency of means of payment on international 
account resulting from a deteriorated competitive position, loss of 
foreign investments, and accumulation of a large foreign debt, will 
tend to bring about a decline in British compared with foreign 
purchasing power. In the absence of government efforts, this 
decline might take one of two, or a combination of two, alternative 
forms: a depreciation of sterling exchange, and a relative deflation 
of money prices and incomes at home. If the latter, it might be 
imposed by heavy taxes raised to meet foreign obligations, or by 
an unwillingness of foreigners to buy expensive British goods. 
Since all of these more or less automatic methods have undesirable 
aspects, the government has already taken a hand, and undoubt- 
edly will continue to assume responsibility. It may help to ensure, 
or expedite a return to, equilibrium by maintaining import con- 
trols, by rationing and other limitations on consumption, by de- 
flationary monetary and credit policies, or by controlling money 

9. Here again we find some carry-over of the attitudes of the 1930’s. 
The speech of the Prime Minister and the PEP pamphlet which quotes it 
with approval imply at times that the sole occasion for “Manpower Stock- 
taking'^ is the government's determination to ensure full emplo 3 rment, which 
will create a “seller's market" for labor. Planning, No. 253, p. 12. It is true, 
of course, that the fuller the employment governments strive to underwrite, 
the nearer they set their sights to a point where there will be more jobs than 
men, the greater will be the need for centralized controls, priorities, and 
manpower budgets. See Melvin G. de Chazeau, “Employment Policy and 
Organization of Industry After the War," American Economic Review, Vol. 
XXXV September, 1945), pp. 630-35. However, as PEP at other times 
recognizes, at least for the next ten years, and possibly even longer, it will not 
be the Government's full employment policy which will create manpower 
shortages, but the fact that there is so much work to do. See “Manpower 
Stocktaking,” loc. cit., p, 13, and “Population — A Challenge and a Choice,” 
loc. cit., passim. 
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wage rates. Wage controls would contribute to reequilibration by 
making possible lower export prices, and by restraining the pro- 
pensity to consume (freeing scarce goods and materials for export, 
and reducing imports). At the same time, they would diminish the 
need for other restrictions which impede the reduction of barriers 
to world trade. 

The question, then, is not: will equilibrium be achieved? 
Rather, it is: how may it be achieved least painfully and in the 
beet interests of the British people in the long run? The only 
solution, ultimately, is to restore the lost wealth — to pay off war- 
accumulated foreign debts, make up arrears of plant depreciation 
and obsolescence, reconstruct bomb-devastated areas, and even, 
if possible, to refill the nation’s portfolio of foreign investments. 

Restoration of the national wealth is the key to sustained 
improvement in the competitive position and productive power of 
British industry. To the extent that the British people maintain 
an equilibrium in external trade between national intake and 
outlay by restraining wage increases and checking consumption 
expenditures (by volimtary savings, and mitigation of excessively 
high progressive taxes), rather than by retention of import con- 
trols or by depreciation of sterling in the exchange market, they 
will at the same' time be working toward a more permanent 
solution. They wiU be helping British goods to win their way back 
in foreign markets, as well as supplying the savings which are 
necessary both to make the monetary transfers and to modernize 
and reequip British industry. Industrial reconstruction and 
growth alone can provide the higher living standards, the hi^ 
real wages, and the security which they seek. 

In practice, by combined force of political pressure and 
economic necessity, the government will inevitably compromise. 
And insofar as the twin goals of security and progress are not 
utterly antagonistic, probably no other course than compromise 
and pragmatic experimentalism would be desirable. The British 
people will demand and, judging from their current mood, obtain 
legi^tive provision for greater social security, subsidized housing 
and broader education, in short, a more equitable distribution of 
income. By inexorable economic necessity, they will not gain them 
without a substantial levelling of living standards among the 
working classes themselves. They will obtain housing for which 
their need is so desp^ate, and gradual relief from the continued 
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shortages of the more common necessities — but neither as quickly 
nor in the abimdance they desire. 

yarious government controls — over imports, over the allo- 
cation of scarce materials and capital, hence over consumption — 
imposed both to conserve foreign exchange and to encourage pro- 
duction for export and industrial renovation, will enforce this 
continued abstinence. The government may also have to continue 
efforts to stimulate savings, for the economic emergency is not 
yet over.' There will have to be similar compromises in the field 
of international policy — between bilateral trade and monetary 
negotiations, such as have been made during the last year, under 
pressure of balance-of-payments stringency and the need to settle 
accounts suspended during war, on the one hand, and, on the 
other, multilateral efforts to reconstruct the freest possible world 
trade. 

Trade unions will obtain various benefits for their members, 
but they will also have to submit to some limitation on their con- 
tract provisions which restrict output or the introduction of tech- 
nological improvements. They will probably encounter govern- 
mental pressure (as well as the pressure of brutal economic reality) 
to prevent continuous wage increases, except as these ijrove to be 
justified by rising productivity. Incidentally, the far better strike 
record in Britain than in the United States since V-J Day, and the 
attack on restrictive practices by the Prime Minister and union 
leaders at the recent Trades Union Conference* suggest that British 
labor may prove more cooperative than American labor in all these 
respects, whether because of their greater faith in a Labor govern- 
ment, or because of the prospective guarantee of security against 
unemployment (which eliminates much of the pressure for job- 
security provisions), or because of the longer history of collective 

1. The Coalition Government's White Paper on Employment Policy 
states that “the habit of saving must still be encouraged” during the “transi- 
tion from war to peace,” loc. cit., Chap. II, par. 16. The fact which needs 
stressing is that in terms of the continii^ ne^ for a high level of saving, the 
“transition” is likely to be of longer duration than merely the period of 
physical reconversion from war to peace production. See, e.g., the statement 
on Emplo 3 nment Policy and Organization of Industry after the War, drawn 
up at Oxford University, Nuffield College (London, 1943): “There will be 
short-run problems of readjustment connected with demobilization and the 
transfer of industry from a war to a peace basis; but beyond these looms the 
more permanent problem of 'full employment’ after the transition has been 
made.” Par. 1 (italics supplied). 

2. New York Times, October 25, 1946, p.'8. 
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bargaining in Britaifi. On the other hand, the election of a Labor 
government does not automatically eradicate labor problems, as 
the Minister of Fuels and Power can attest today? And such a 
government, devoted to a program of insuring full employment, 
may find it particularly dMcult to exercise even moral pressure 
to hold down wage increases, although it is certainly attempting 
to^ and will have to continue to do so for many years. 

It is an unfortunate consequence of the peculiar problems 
which Britain faces that after six years of privation her people 
must still postpone in some measure the good life which they seek. 
However, the dilemma is one which the as yet unresolved economic 
problem of scarcity — a problem aggravated by the colossal 

3. The serious lag of coal output during the past year has been the result, 
primarily, of the inability of the government to recruit labor for the mines, 
or to keep those working in the mines from absenting themselves from work 
with discouraging frequency. See, e.g., “Desperate Remedies,*^ The New 
Statesman and Nation, Vol. XXXI (June 29, 1946), p. 461. Indeed, one effect 
of the close codperation between union leaders and the government has been 
an increase in the number of unofficial, wild-cat strikes, since the Labor 
Party’s victory. New York Times, August 31, 1946, p. 6. 

4. While the government has followed the general policy of accepting 
the decisions reached by collective bargaining (see, e.g., “Britain’s Wage 
Problem,’’ Labor and Industry in Britain, published by British Information 
Services, April 1946, pp. 66-68), it has stressed over and over the primary 
importance of keeping costs low while expanding output. As the extremity of 
Britain’s problem has become increasingly manifest, the government’s injunc- 
tions against wage increases have become increasingly direct. In its “State- 
ment on the Economic Considerations Affecting Relations Between Employers 
and Workers,’’ Cmd. 7018, January 1947, the government nowhere categori- 
cally states its opposition to wage increases unjustified by demonstrable 
increases in productivity, although such an opposition is implied throughout 
the White Paper. On the other hand, in the more recent, and more gloomy, 
“Economic Survey for 1947,’’ Cmd. 7046, February 1947, published in the 
midst of the coal crisis, the government warns that “any further general 
increases in wages and profits must be accompanied by a corresponding in- 
crease in production’’ (p. 9). The inclusion of profits, which are not a serious 
problem in the circumstances, might appear to the skeptic further evidence 
of an unwillingness to face up squarely to the problem of wage increases. A 
statement concerning the length of the work week, later in the same report 
(p. 31), is even less equivocal: “The nation cannot afford shorter hours of 
work unless these can be shown to increase output per man-year. Greater 
leisure is a very desirable thing, but it is not at the moment a prime essential 
like imported food.” 

The reader will note that the door is still left open for wage increases and 
reduction of hours of work. The coal miners have recently obtained a five- 
day week, for example, on the promise that absenteeism will defeline and out- 
put will not suffer. However, imder pressure of emergency conditions, the 
government has clearly been forced to adopt a firm stand. 
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stuiMty of mu — poses for most of the peoples of the world. 
Hie British people may find some comfort in the certainty that 
this problem is constantly in process of resolution. What is called 
for is ndt a permanent reduction in consumption, but a more 
gradual, better sustained, and, in the not-too-long run, a greater 
increase than mi^t otherwise occur. The mere attainment of full 
employment in itself lessens the need for abstinence. The more 
rapid reconstruction, renovation of industry, and technological 
progress which such restraint will make possible will after a gesta- 
tion period not overlong create steadily rising per capita incomes, 
lii^th them will come a simultaneous rise in savings and living 
standards. Progressively, barring another relapse into the savagery 
of war, the more agreeable problems of making full use of potential 
abundance will reassert themselves. Intelligent planning is as 
necessary today to assist in speeding that progress as it will be 
ten or twenty years hence to assure the full enjoyment of its fruits. 

Alfred E. Kahn. 
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IN THE EXPLANATION OF INTEREST RATES' 

SUMMARY 

I. Scope of the paper, 397. — The credit market, 397. — Model A, 400. 

— Model B, 403. — Model C, 403. — Model D, 404. — Income lags, 406. 
Ex-ante and ex-post concepts, 406. — The determinants of active savings, 409. 

— The determinants of depreciation allowances, 411. — The determinants of 
credit creation, 412. — Purchase and sale of securities, 412. — The demand 
side: new investment, 413; reinvestment, 414; cash holdings, 415. — Length 
of the elementary period, 417. — Keynes on the classical authors: savings, 
418; net flow and gross flow, 420. — II. The markets for long and short 
credits, 423. — The demand for short credits, 424. — The supply of short 
credits, 425. — The demand for long credits, 426. — The supply of long 
credits, 426. — The cyclical behavior of interest rates, 427. — Interest rates 
in the principal countries: differences in level, 432; characteristics of move- 
ments, 432. — Econometric analysis, 433. — Interest rates and the price 
level, 434. — Physical determinants of the interest rate, 436. — Expiating 
the cyclical movement of interest rates, 437. 

I 

1. The present paper embodies a digest of some recent liter- 
ature on the theory of interest rates, with the special purpose of 
using that theory for econometric analysis. The final purpose of 
that analysis may be formulated as the explanation of the differ- 
ences between: (a) interest rates in different coimtries at one time; 
(6) various types of interest rates in the same country and at the 
same time; and (c) the development in time of these interest rates. 
All econometric analysis has to start from a theoretical scheme of 
the subject in question; and the object of such a theoretical scheme 
is to indicate the “determinants'' or “data" of the rates of interest 
and the functional relationship between these rates and their 
determinants. These determinants or data must be entities out- 
side the market complex on which the interest rate is formed. 

2. The market complex in question is the credit market.^ 

1. I am much indebted to Prof. Dennis H. Robertson for valuable com- 
ments on the first draft of this article. 

2. I prefer in this respect the standpoint taken by Ohlin, Alternative 
Theories of the Rate of Interest, Economic Journal XLVII (1937), p. 423, 
Haberler, Prosperity and Depression, 3d edition, 1941, and Lemer, Alterna- 
tive Formulations of the Theory of Interest, Economic Journal, XLVIII 
(1988), p. 211, to that taken by Keynes, although I consider the difference 
unimportant. 
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For an explanation of interest rates we have to analyife demand 
for and supply of credit. The element of this market, the nn^e 
credit contract, has two dimensions at least: a certain amount is 
lent for a certain time period and the total of all credits outstanding 
at a given point of time is a so-called “ensemble renouvel6,” like 
the human population. In order exactly to describe this “popula- 
ticm” we have to use rather complicated symbols.* We shall 
indicate by the total amoimt of new credits started during the 
elementary period t and expiring at T] tKi the total amount of 
outstanding credits at the beguming of the elementary period t 
and expiring at T\ Kl' the total amount of new credits started 
during i, irrespective of their period of expiration; hence ic 
obtained by adding up all r^’s for various values of T: 

JiT=2’’riC. (2,1) 

Similarly, the total amount of credits outstanding at t 

Kt=^2\Kt. ( 2 , 2 ) 

Indicating by Kf the total amount of credits expiring during t 
— which, by the way, equals the sum XtJQ taken over all values 
of T<t — we have the following calculation for the amount of 
credit outstanding at the end of period t: 

KUi (2, 3) 

which is quite analogous to the calculation of a population at 
December 31 from the figure at January 1, plus the number of 
births, minus the number of deaths. 

I could conceive of another description of the market complex that is 
relevant for the explanation of interest rates, viz. by taking the market 
complex for all elements of wealth, including e.g. the stock market which, 
strictly speaking, is not a credit market in the narrower sense and nevertheless 
exerts considerable influence on the interest rates; in fact, the yield on stocks 
may be said to represent one of the interest rates. I shall not, however, follow 
this line of attack. 

3. The system of notation followed is based on the following rules. 
The right-hand index at the bottom indicates, for flows, the elementary time 
period and, for stocks, the time point to which it relates. The beginning of 
an elementary time period is indicated by the same number as that period 
and hence the end point by the next higher number. The left-hand indices 
at the bottom are used to indicate sorts of commodities (consumption goods: 
C; investment goods m general: I; investment goods for reinvestment: R; 
for new investment Nj etc.), or sorts of credits (long: L, short: B) or the time 
of expiration of a credit: T. Left-hand top indices are used for the denotation 
of sorts of households spending (not those receiving) a given type of money 
amount (family households: 1; fir^:2; banks:3; all households on the demand 
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The period of expiratuxi of a credit need not be a fixed one; 
it may depend on several, yet unknown, factors. It may, for 
example, depend on the market ccmditions prevailing at a later 
time, as in the case of mortgage bonds, wUch may be bought 
back by the issuers at a time point at their own convenience. In 
such a case, the individual credit can only rou^ly be classified, 
and tile symbol rKt is indeterminate; K^, however, remains 
determinate. The same situation exists in the case of a bond 
which changes hands. Let a four per cent bond be i^ed by 
firm A and be redeemable after forty years, the subscriber being 
Mr. B. Provisionally a credit for forty years is yielded by B to A. 
If, however, after five years, Mr. B sells his bond to Mr. C at a 
price of 80, the credit of B to A expires and is replaced by a new 
credit of C to A, with an interest rate equal to the yield at that 
moment which will be somewhere between four and five per cent.* 
By Kf we shall understand the increase in credit outstanding, 
i.e. 

K^^KUi-Kt=Kt-Kf. (2,4) 

The use of this concept will appear in section 19, where we shall 
discuss the ‘'stock-and-flow antithesis/’ 

Demand for and supply of credits relate to the new credits 
started Kt, including, therefore, inter alia sales of old bonds on 
the stock exchange. 

3. The essential feature of a credit to the debtor is disposal 


aide of a market: D, on the supply side: S, etc.). The right-hand top indices 
are reserved for various indications, as e.g. sorts of income (interest: J, rent: R, 
etc.), outstanding vs. new credits (0, N, n, respectively; see below), etc. 


Summarising: 




Left-hand top: spending households 

Right-hand top: mixed indications 

Family 

1 

Credits outstanding 

0 

Firms 

2 

New credits (gross) 

n 

Banks 

3 

Credits expiring 

E 

Demand side 

D 

New credits (net) 

N 

Supply side 

8 

Interest income 

I 

Left-hand bottom: goods 

Right-hand bottom: 


Reinvestment 

R 

Time 

i 

New investment 

N 



Long credits 

L 



Short credits 

8 



Time of exp. 

T 




For simplicity’s sake, if no confusion threatens, sometimes indices are 
omitted. 

4. At the same time, B suffers a capital loss, which means a transforma- 
tion of part of his credit to A into a pure gift. 
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of means of or money; henoe the close rations between 

the demand for and supply of credit and of cash. A credit may be 
granted (i) by transfer cd existing means of payment from one 
subject io another, and (ii) by the creation of new means of pay- 
ment. This creation is supp<Med to be the special function of the 
banking system. In order to get, for a given model of the national 
economy, a complete survey of all credit transactions, it is con* 
veniait to start with a survey of all money transactions and then 
to distinguish between two sorts of transactions: credit and “other” 
transactions. The “other” transactions may be characterized, 
from the viewpoint of the recipirait, as receipts from present or 
past activity and from the viewpoint of the payer as payments 
“out of his own means.” 

The models we are to consider will be very much simplified 
models of a national economy. Throughout this paper we shall 
restrict ourselves to a closed national economy; we shall not 
consider the implications of international transactions, since this 
would involve us in too many new problems. In all our models 
we shall distinguish between only three sorts of households: 
(1) family households, (2) firms (excluding banks, but including 
public authorities), and (3) banks, to be indicated, where necessary, 
by top indices 1, 2, and 3 at left. We assume vertical integration 
t^oughout the system, i.e. we consider all business firms as a 
unit. For the same reason we abstract from the (uiginal supplier 
of and the last demander for credit we shall consider. Of course 
there is room, in more detailed studies, for the introduction of the 
intermediary markets as well. The only remfuning function of 
the banks in this picture is the (positive or negative) creation of 
credit. 

Looking first at that part ci the credit market that consists 
of the transfer of existing means of payment, we may ther^ore 
restrict ouiselveB to the first two types of housdiolds. In each 
category there will be households with a net supply of and house* 
holds with a net demand for credits. It is imposmble to say before- 
hand whether a given household belongs to the one or the other 
type; that may depend on the rate of interest itself. This does 
not matter very much, since the algebraic sign of the expression 
“demand for minus supply of credit” will automatically indicate 
whether there is a net demand or a net supply. 

4. In our first and simplest model, “model A,” we assume 
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inter alia tiiat Q) all buaineas profits are paid out to stockholders 
(i.e. to family households) ; (ii) production is carried (si without 
the help of diunUe means of pr^uction, inmlying that there are 
no depreciaticm charges; (iii) there are no financial transactions 
(le. no dealing in “old” securities, only the floating of “new” 
capital) ; (iv) there is no lag between income grarerated and inc(»ne 
paid out. 

The system of transactions of family housdiolds during the 
dementary period t then consists of: 

Payments Receipts 

Consumption Expenditure Ct Incomes Yt 

“Active” Savinp (or savings Credits redeemed Kf 

handed over) Si 

Redemptions reinvested Kf 

The introduction, on both sides, of the tom Kf is a question 
of definition of St only; in practice it is impossible to distinguish 
between the reinvestment of redemptions and the investment of 
new savings; “net” savings handed over will be ccmsidered simply 
as the balance between gross savings handed over and redemption 
receipts. 

Indicating the cash holdings at the beginning of the period 
by ^Mt and those at the end by ^Mt+i, the following connection 
exists between these items: 

(4, 1) 

This equation is equivalent to a definition of “active savings.” 
By St we understand that part of income Yt which is neither 
consumed (C*) nor hoarded CMt+i — ^Mi); hence: 

S,^Yt-Ct-CMt+i-^Mt), ^ (4,2) 

wdiich is identical with (4, 1). 

This definition requires two comments. First it must be 
noted that by hoarding we simply mean the increase in cash 
holding; this hoarding may be distinguished into intended and 
unintended hoarding; these notions will be discussed later (sec- 
tions 9 and 11). Apart from these two types of “family hoarding,” 
there may exist “business hocuding.” Further, our definition of 
active savings is exclusive of hoarding; this implies a differmoe 
from both the Keynesian and the Robertsonian definitions of 
savings: Keynes includes all hoarding (in our sense) in his savings, 
vrimreas Robertsmr includes all intended (family) hoarding. 
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Savings may^ tor a number of households, be negative* This 
simply means that their contribution to iS| is a negative one; St 
taken for all households represents “net^' active savings also in 
this sense. Of the transactions enumerated the term St and the 
double term Kf on both sides are the credit transactions, relevant 
for our analysis. As a rule, St will be positive and represent one 
of the supply items of the market equation. 

5. The system of transactions of business firms consists of; 

Payments Receipts 

Income payments Fi Sales of consumers’ goods Ct 

Investments It Sales of investment goods It 


Redemption of credits Kf New credits taken ^Kt 

Indicating by We and Wt+i the cash holdings at the beginning 
and the end of period the relation holds: 

Yt+It+Kf+mt+i^Ct+It+IQ+^Mt. ( 6 , 1 ) 

This may also be written as: 

( 6 , 2 ) 

If there is no lag between income generated Ct+It and income 
paid out Ytf and hence 

Yt^Ct+h * (6,3) 

(6, 2) becomes: 

K^^Kf+It+mt^i-^mt ( 5 , 4 ) 


telling us that new credits are, then, needed for three different 
ends: 

(a) to replace credits redeemed; 

(b) to finance new investments; and 

(c) to finance a desired increase in cash holdings. 

As the non-credit items in the system of transactions we consider 
Yt, Ct and /, which, in our case, just cancel out. This is not so 
in the case of a lag between income produced and income paid out. 

For the group of business firms as a whole, X? as a rule will 
be positive and therefore represent a net demand for new credits^ 

Considering now the credit-market as a whole, we shall find 
that the net supply of credits by the family households St need 
not always be equal to the net demand for credits by business 
units The gap, if any, may be filled by the banking system 
in the form of positive or negative creation of credit Mf. Hence 
the equation expressing the balance between supply of and demand 
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for new eredite mU run: 

Kf^+8t+Mf^^K?. (5, 5) 

which may be specified with the aid of equation (5, 4): 

Kf+St+Mf^Kf+Ie+‘Mi+i-*M, (A) (6,6) 

where the terms Kf may be left out altogether. 

6. We shall now consider a number of ccanplications of our 
model that will bring it nearer to reality. In “model B” let part 
of the national income take the form of undistributed profits 
*Yt', family incomes will then be: 

‘F,=C,+7,-*F, (6, 1) 

and family savings: 

%-C,- eUt+i- ^M,) (6, 2) 

*Yt may be said to represent business savings and equation (5, 6) 
becomes: 

(/,-*F,)+(»Af,+,-W0 (6, 3) 

The term /»— *F( in the right-hand member now stands for 
that part of investment which is not finanred out of business 
savings. Of course we might also bring over *F, to the left-hand 
side of the equation: 

%+*Yt+M?=I,+ m,+i-mt) (B) (6,4) 

where ^<S<+’F< again stands for total active (family plus business) 
savings. 

Similar considerations may be applied for the case (model BO 
where part of family savings is invested directly, say in new house 
building. Indicatiing this type of investment by % as distinct 
from business investment ’/(, equadmi (5, 6) turns into: 

(BO (6,5) 

where <S|— *J| now represents active savings as far as not invested 
directly. Also here llie equation might be written in the form 

■ ( 6 , 6 ) 

where It appears now decomposed mto two components. 

7. A more important step consists in the introductimr (“model 
C'O of depreciation chargee, as a consequence of the use' of durable 
means of production. 

It is natural, in this case, also to decompose It into two 
camponents: reinvestments git and new investments, gif. Income 
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Yt now no Icmger equals C|+ J|, but: 

(7,1) 

where Nt represents depreciation charges. Equation (5, 2) now 

rum: 

Kr^Kf+trIi+Hh-N,+mt+i-*M, (7,2) 
and the market equation (5, 6) for new credits becomes: 

(C) (7,3) 

Here there appear three sources of supply: net savings, depre- 
ciation charges and credit creation, and ^ree origins of demand; 
new investments, re-investments and increased cash holdings. 

8. One further complication worth ccmsidering is the intro- 
duction into the picture (“model D”) of financial transacticms, 
i.e. purchases and sales of “old’' securities. Since it is difficult to 
distinguish between purchases of old and of freshly floated securi- 
ties, it seems logical to speak of purchases of securities only, 
and to indicate by ‘<S,, all other forms of active savings. In the 
same way, let \is indicate by new issues of securities, and by 
It all other credits taken for investment purposes. If, finally, 
sales of old securities are written as *Et, the family budget runs: 

Payments Receipts 

Consumption expenditure C, Income Ft 

Piuehases of securities ^Et Sales of securities *Et 

Other active savings ‘/S/ 

Increase in cash holdings — ‘Af, 

whereas the business budget is: 

Income payments F, Sales of consumers’ goods C, 

Investments 7, Sales of investment goods 7, 

Capital issues fEt 

All other credits tak^ Kt 

Now the market equation for credits, including financial 
transactiims, takes the form: 

^St^+°Et+M?^It'VEf^%+mt^i-*Mt (D) (8, 1) 
We may, if we prefer, combine the various more complicated 
models so far discussed into (me single combined model. For this 
the market equation would run: 

(A-D) (8,2) 
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nrhiere the meani n g of the new aynabds will be dear from the 
]^receding ones. 

9. In ibe foregoing models it was assumed that there exists no 
Jag between income generated C|+I| and income paid out Yt- In 
recdity however, there is such a lag; it takes some time for c<m~ 
sumption and investment e:q>enditure8 C, and It to reach the ultn 
mate producers. First, production takes place in various stages, 
and in the raw material stages, for example, the reaction of an 
increase in expenditures may be fdt severd mcmths later than in 
the first stage, although this may be oon^>enBated by anticipating 
purchases of raw materials by the manufacturing stages. And 
second, some types of income, in particular dividends, are paid 
out several months after they are earned. Hence we have in the 
simplest case, where we assume tiiat the lag is uniform for all 
industries: 

Yt^Ct^+I^. (9, 1) 

This implies that, in the case of model A, equaticm (5, 2) cannot 
simiidy transformed into equation (6, 4) by omitting F,— Cj— /«; 
instead we obtain: 

iq‘+(F*+,- Yd ^Kf+It+ 0M,+i-*Md (9, 2) 

to be mterpreted in the following way: part of the credits needed 
can now be supplied by the “unintentional bueinese hoardinff* 
F,+» — F(, accruing when at a period i income earned — which 
equals Ytj , « — is higher than income paid out; ca more credit is 
needed during a period when income earned is lower than income 
paid out. Similar changes can be made in the other models. 

Ihe lag just discussed works out in exactly the same way as 
the lag considered by Robertson and introduced by him as the 
lag between earned income and “disposable income"; his “dis- 
posable income” takes the place of our “income paid out.” It is 
not quite dear, however, whether Robertstm includes, in his lag, 
the elemaits just menti<med. 

There is another very important lag in the relations to be 
studied — the “psychological lag” between changes in income 
paid out and the conespcmding changes in consumption expendi- 
tiues. This lag does not influenoe our definition of savings (4, 1), 
however, but only the way in which Cu and hence also <8/, depanl 
on income. In other words, it is a questicm of the detenninants 
d St rather than oi the definition. To this question we now turn. 
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10. Id the preceding sections ve have only specified the 
demand for a supply of credits; we have not yet gone into tiie 
questicm whai factors determine them and what the relation between 
demand and supply and their determinants is. In the language 
of the ordinary market theory, we now want to describe the 
demand function, i.e. the functional relationship between (i) 
amount demanded and (ii) the rate of interest and the other 
“demand factors,” which may also be named “data” or “determi- 
nants.” Similarly for the supply function. It has become custom- 
ary, particularly in tlie theory of interest, to replace this termi- 
nology by the well-known ex-ante and ex-pod terminology. The 
subject of the present section may therefore also be formulated 
as follows: have we to interpret the symbols introduced in the 
preceding sections as ex-ante or ex-post concepts? Since it seems 
to me that several formulations of this terminology by the Swedish 
echoed are rather unsatisfactory, we may go into these questions 
at some detail now. 

There is no difficulty about the meaning of ex-post concepts: 
they represent the realized values of the variables in quastion; 
and there is complete analogy between the market theory and the 
Swedish terminology: the realized values of “quantity demanded” 
and “quantity supplied” are equal. These realized values are, in 
essence, numbers and must be well distinguished from the demand 
and supply functions or schedules, a distinction which frequently 
is not made with sufficient emphasis. Its neglect has often led 
to unclear formulations. It is exactly the same question with the 
Swedish terminology. A good deal of clarification has been obtained 
by Ohlin’s statement* that expectations or ex-ante entities are to 
be seen as schedules; in fact, they are nothing but the demand and 
sui^ly schedules. This implies, first of all, that they depend on 
the yet unknown value of — in the case of the credit market — 
the rate of interest m. It also implies that the following two 
types of statement, very frequently used, are meaningless: (a) 
“ex-ante savings are unequal to ex-post savings”; and (6) “ex-ante 
savings are unequal to ex-ante investment.” Statement (a) 
would mean that a schedule is compared with one special value of 
the dependent variable; can one say that the function f{x) is 
unequal to the particular value that function assumes for x— a; 

5. Cf. B. Ohlin, Alternative Theories of the Rate of Interest, Ec<momic 
Journal 47 (1037), p. 423. 
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can one say, in other words, that /(x)j^/(a)? Evidently not. 
Statement (b) implies that one schedule is unequal to another 
schedule, or that a fimction of some independent variables is 
unequal to another function of some other indep^dent variables, 
which also has no meaning. 

The confusion is, of course, due to the existence of a second 
meaning of the concept of ex-*ante variables, viz. one 'particular 
value of the schedule. This particular value can only be obtained 
by assuming for the independent variables in the schedule some 
definite values. Taking, for example, some definite number for 
the interest rate m and for the other determinants, we get a 
definite value for savings ex-ante or anticipated savings. These 
values of both the independent and the dependent variables may 
be values that, ^^ith some right, are to be considered as the most 
probable values. But this second meaning of ^'expectations'' 
must be carefully distinguished from the schedule meaning. 

As already observed, the schedules will depend on other vari- 
ables besides the rate of interest ntf. Some of them may be fiixed 
beforehand; for example, credits granted in earlier periods, build- 
ing plans, etc. Others, however, may be yet unknown variables; 
for example, income Y in the same period. In such cases the value 
of savings depends on more than one yet undetermined variable; 
it will itself only be determined at the moment nit and Yt will be 
determined by the trial-and-error process that leads to the market 
price nit and, perhaps but not necessarily, simultaneously to Yt. 

The process of the formation of nit and that of the formation 
of Yt need not, in fact, be simultaneous. It is possible that mt 
ma}’' be obtained by decisions based on some provisional value 
assumed for Yt by the market parties — they may assume it to 
be equal to the realized value IVi in the preceding period — 
and that, at the same time, Yt is based on some provisional value 
for m#, may be As already stated, however, we also may 
assume that both variables and F# are formed simultaneously 
from the other data in the determining functions. The theory 
thus obtained is more approximative, is of a "coarser" type than 
the preceding one; the supposed adaptation or "trial-and-error" 
process by which the values mt and Yt are formed is nei^ted 
and passed over. It is the usual static method in economic theory 
that proceeds this way; it may bo used for the general equilibrium 
of the whole economy as well as for partial equilibria. 
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But also the “finer” theory mentioned aboTe, where is 
assumed to be determined by the interaction of demand and 
supply — although not Yt but Yt~i appears as one of the determi> 
nants — does not consider the adaptation process in full detail. 
It is only in a complete dynamic theory that this happens. In such 
a theory an mt found by trial and error does not fall from the air. 
The trials and errors ^emselves are described. 

A simple example for a commodity market is the following. 
Let the quantity demanded at period t be xr, it may depend on 
income Yt^y, in the previous period, and the price p/. Let the 
quantity supplied be it may depend on pt and some other 
factor at-y. Now let pt be aimounced at the begiiming of period t\ 
then, of course, there is no guarantee that Xt—yt’, in fact xt will 
as a rule be jAyt. For a market where there exists, at every 
moment, a stock of unsold goods, this is no difiBculty at all. Wo 
simply have that the stock Wy+y at the end of period t depends on 
the stock w, at the beginning of the period by the equation 
Wt+y=wt-\-yt—Xi and, as a rule, the value of the “announced 
price” Pt+y will depend on Wt+y:pt+y==f(wy+y). 

In such a theorv', where all successive steps are described 
separately, there is no variable that is dependent on a 3ret\mknown 
value of another variable. Insofar as pj in the course of some time 
approaches a certain limit, this limit is comparable to the outcome 
of the trial-and-error process in the “coarser” theories. 

Only in such a completely dynamic analysis can all concepts 
be made exact. All other types of analysis raise the following diffi- 
culty. If the demand schedule, for example, depends, inter alia, 
on the anticipated value, say of Yy, then at the beginning of the 
trial-and-error process this value may be another than during or 
towards the end of the process when it approaches the ex-post 
value of Yf. Now nif is the product of this process; on what antici- 
pated value of Yy does it depend? Does it depend on the antici- 
pated value of Yy at the beginning of the period t, which more or 
less ri^tly may be considered as “the” ex-ante value of Yy, or 
does it depend on the “ex-post” value? This difficulty only fails 
to arise when we consider the successive steps of the adaptation 
process. 

THiere is not one ex-ante value (in the second sense) of a pven 
variable; there is a whole series, depending on the time point to 
which the expectation relates; and they successively approach the 
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ex-poBt value. For small intervals, therefore, the differmce be- 
tween ex-ante and ex-post values is not large. Myrdal* however, 
is rig^t in contending that by making the intervals smaller the 
difference cannot be made to vanish altogether. What matters, 
however, is on what determinants the expected values or the 
schedules are based. And this leads us back to our main subject. 

11. We start our discussicHi of the determinants by considering 
the determinants of active savings St. The chief determinant is 
certainly the size and distribution of the national income Yt] we 
need not add very much to what Keynes and others have tau^t 
us on this subject.^ One aspect, however, deserves a closer exami- 
nation — the question of the 'psychological lag that may exist 
between a change in income and a corresponding change in savings. 
An increase in income docs not immediately lead to a change in 
consumption or saving habits; and tlie possibility exists that 
savings as well as consumption expenditure lag behind incomes. 
The simplest case is present if this lag is not a distributed, but a 
simple one; i.e. that 8t=f{Yt ,), where ij is the It^. Assuming for 
a moment that consumption expenditure C< also depends on Ft.,, 
we find that during the elementaiy period t the total amount 
handed over to others, viz. St+Ci, is also a function of Fm- 
This amount may or may not be equal to If it equals 
we shall say that there is no intentional hoarding; if it does not 
equal F^.,, we shall call the residual i'nicntional (family) hoarding 

hence 

F, ,-C,(F,.,)-<S.(Fm)- ( 11 , 1 ) 

Apart from intentional hoarding there will appear, as a con- 
sequence of the lag ri, an amount of uninientional (family) hoard- 
ing: 

^Ht'^Yt-Y^ ( 11 , 2 ) 

which does not occur when ,j=0. 

The lag we now discuss is not of a technical nature. In some 
respects, however, a technical lag, due to the organization of 
banking, will work out in a similar way. In a sense one might say 
that income Yt only becomes “disposable” (namely, in the imagi- 
nation of the subject) at the period t+ri and is then distributed 

6. O. Myrdal, Monetary Equilibrium, London, 1930, p. 61. 

7. E. A. Radice (Savings in Great Britain, 1922-1935, Oxford, 1939) has 
shown that busmess savings also are intimately coimected with ineome, Le. 
profits. 
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between consumption, savings-handed-over and intentional hoaid- 
ing. The income difference Yt—Yt^ accrued in the meantime 
represmts unintentional hoarding; in the case of the psychological 
1^ this hoarding is located in the cash of the income earner; in the 
case of a technical lag it will take place in the cash of some business 
firm, or perhaps of a bank. 

It is possible to define our types of hoarding also in the case 
of a distributed lag between Y and S; it would take us too far 
afield, however, to go into this matter. 

Apart from the question of the lag, there is that of the shape 
of the functional relation f between St and Yt^. This relation 
may be called, following Keynes to some extent, the propensity- 
tOHsave function. One of the simplest cases possible is that of a 
linear function: 


Sf = (ro+ vilV, (11,3) 

where <ro and <ri are constants. Ass umin g this shape does not, as 
is frequently thought, imply proportionality between income and 
savings; proportionality would require vo to be zero. The rather 
meagre statistical material at our disposal is not violated very 
much if we take (11, 3) as the propensity function; although some 
authors* suggest a constant elasticity (i.e. exponential) function. 
The advantage of formula (11,3) is that <n at once represents the 
marginal propensity to save, i.e. the increase in savings corre- 
sponding with a (small) unit increase in income. 

A more complicated representation of the propensity function 
could take account of a possible and probable difference between 
long-tenn and short-term marginal propensities; this would be 
possible if we put 

St=ao+<riYt-^+<T2Yt-n ( 11 , 4 ) 

whare is an average of previous T-figures, say those pre- 
vailing in the ten-year period before i—ri. 

Apart from this possibility, there is the one that vo and <ri 
are not exact constants, but themselves dependent on other vari- 
ables; in fact (11, 4) is a special case of this state of affairs. There 
is not very much known about all this; as a curiosity I mention 
King’s figures on incomes and expenditures of the various classes 
8. E. Gilboy, Review of Economic Statistics, 1939. 
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of society in the seventeenth century,* from ^vhich a propenidty 
to save can be deduced not very different from the present figure. 

Savings may also depend on other variables than income, the 
second variable to be thought of being, of course, the rate of inter- 
est. We need not repeat the well-known discussions on this tope 
and will not encounter much opposition when stating that a very 
clear dependency of total savings on the rate of interest has never 
been demonstrated: positive and negative influences seem to 
balance pretty well. It is quite another question that some par- 
ticular t 3 q)es of saving do depend on the rates of interest c(»i- 
nected with these types; this is a question of substitution elasticity 
rather than total elasticity. 

It goes without sa 3 ring that there are many other factors that 
influence savings, such as the opportunities offered, the general 
level of thriftiness of a population or of an epoch; so very little 
exact knowledge of them can be presented, however, that we 
abstain from discussing them here. 

12. We proceed to a discussion of the determinants of our 
next supply item, depreciation allowances. An important general 
remark about this item is that it is very msensitive to cyclic 
changes. This is a consequence of its depending on the invest- 
ments made during a long period — in fact, all investments not 
yet written off at the time period in consideration. Another 
reason why there are no pronounced cyclical fluctuations in depre- 
ciation allowances may be the rather conventional way of their 
calculation. 

Their long-run movements will depend on the general growth 
in the value of production and the changes in capitalization and 
in durability of capital goods. An- increasing amount of capital 
per unit of product wiU require, other things being equal, an 
increase in depreciation allowances per unit of product. An 
increase in the durability of capital goods would cause a fall in 
depreciation allowances. Colin Clark states that there is such an 
increase in depreciation charges that we must assume a consider- 
able decrease in the durability of capital goods for the last few 
decades.* 

0. Cf. Colin Clark, National Income and Outlay, p. 212. Since this text 
was written, important contributions to our knowledge on this subjeot have 
been published, i.a. by Woytinski, Bean and Klein. 

1. C. Clark, National Inoome and Outlay, London 1937, p. 184. 
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13. The determinants of credit creation are to be sought in 
the sphere of banking policy. For long periods, the changes in 
the central bankas gold stock will have been outstanding among 
these determinants. This is affirmed by the figures given by 
Warren and Pearson, showing a close parallelism — in long-run 
movements — between gold stock and total money in circulation 
and between the long waves of the gold stock and those of the 
price level, already pointed to by CasseL This parallelism ceased 
to exist, however, after 1914. Since then, the newer ideas on 
banking policy as well as the necessities of warfare have given to 
credit creation a still more exogenous character. 

Also in the short run, the fluctuations often diverge. Many 
other factors intervene; as one of the most evident and most 
important examples, we again quote the financing of wars and the 
provisions in periods of trade crisis. The factors then governing 
the creation of credit are often of an incidental character, and a 
general description would be very difficult. 

The rate of interest itself also exerts an important influence, 
particularly on that part of credit creation due to commercial 
banks. This seems to be well illustrated by the results of some 
correlation calculations presented in my investigation on American 
business cycles between 1919 and 1932.^ There it was found that 
both the ‘‘supply of deposits^' and the “demand for short claims^’ 
by commercial banks showed a clear dependence on the short- 
term interest rate.* 

For the credit creation by central banks the causal connection 
— in the short run, at least — just works the other way round : 
it is the discount rate that is determined autonomically by these 
banks, and the amount of credit created is determined by tlie 
demand for it corresponding with the discount rate. 

14. The purchases of securities, a further supply item in the 
credit market, as well as the sales of securities, will first of 
all depend on their price level, which, in connection with their 
nominal yield, determines their real yield, which is nothing but 
one or another tsrpe of interest rate. Important determinants will 
be the expected price movements and, in the case of stocks, the 

2. J. Tinbergen, Business Cycles in the United States of America, 
1919-1932l(Stati8tical Testing of Business Cycle Theories, II), League of 
Nations, Geneva, 1939. 

8. A fuller discussion of the exact meaning of these results is presented 
in section 24 below. 
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expected dividend. Expected dividends are often based on 
the last-known dividends, but insiders will know more about the 
actual state of affairs and outsiders will try to judge it from the 
general course of business. As to the anticipated prices, two 
ways of forming a judgment must be clearly distinguishcKl. Experts 
will base their judgment as much as possible on objective criteria, 
leading them to some level of the price they consider appropriate, 
and they will assume that sooner or later this level will be realized. 
They will base their speculations on this type of consideration. 
The ‘'great public,'^ when coming into the market, will, however, 
often follow another way of speculating. They will extrapolate 
past movements more or less automatically and vill be impressed 
by price gains made some time before. Their purchases will, 
after having passed a certain level, lead to “booms^' of a rather 
dangerous character, where prices lose contact with reality, and 
the reaction may be a crisis. A statistical illustration of this 
type of reaction is found in the League of Nations investigation 
already referred to (cf. Section 4, 8: “The share price equation,^’ 
page 106). 

16. Turning to the demand side, we first discuss the determi- 
nants of new investment. We shall not do this in great detail, 
since we paid a good deal of attention to this matter in another 
League of Nations investigation.^ Hence we only siunmarize the 
results obtained there, adding a few remarks where it seems useful. 

New investment may be split up into new investment in 
durable goods and new investment in non-durable goods (stocks of 
raw materials, semi-manufactures and products: working capital). 

Investment in durable goods is — in the short run — primarily 
determined by the margin between anticipated profit and the inter- 
est rate. Since profit rates (measured as a percentage of capital 
invested) show much wider fluctuations than interest rates, the 
latter have a less pronounced influence than the former. Profit 
anticipations seem to a great extent to be determined by real 
profits made some time before; in addition, incidental factors 
such as new inventions or the opening of new markets will have 
an influence, but it is dfficult to detect this influence by means 
of statistical investigations, and it is at any rate remarkable how 

4. J, Tinbergen, A Method and its Application to Investment Activity 
(Statistical Testing of Business Cycle Theories, I), League of Nations, Geneva, 
1939. 
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close a correlation exists between investmmt activity, on the one 
hand, and a combination of factors among which profits half a 
year or a year before stand out, on the other hand.* Presumably, 
the influence of inventions and new markets are partly long-run 
influences, explaining why there are certain epochs of hi^ and 
others of low investment activity, and manifesting themselves in 
the trend of investment; partly so-called incidental or irregular 
influences, showing themselves in the “residuals.” 

For some particular types of investment, other determinants 
were found to exist; those mentioned by the acceleration principle, 
for example, in the case of investment in rolling railway stock. 
It is remarkable, however, that only very faint traces of the acticoi 
of this principle could be found in general investment activity.* 

Investment in nm-durdble goods presents a particularly diffi- 
cult question: it is difficult to disentangle and to summarize by a 
general formula the numerous factors influencing speculation in 
raw materials. Here our knowledge is very restricted. As to stocks 
of finished products, the chief impression is that there the accelera- 
tion principle works very clearly.’' There is a pronounced tendency 
for these stocks to move parallel — with some lag — to general 
activity; this implies that the increase or decrease in stocks — 
Le. net investment — moves parallel to the rate of increase or 
decrease of general activity. Possibly, also, the rate of interest 
exerts an influence, but this has not yet been very clearly estab- 
lished by statistical tests.® It is worth noting that on this point 
the theorists themselves mentioning tliis influence are not always 
clear in their formulations: is it total stocks or is it investment in 
stocks — hence the rate of increase — that is supposed to be gov- 
erned by the rate of interest? 

16. Reinvestments in durable goods are, first of all, subject to 
the so-called echo-principle, stating that high reinvestment 
activity is to be expected one lifetime period after a top of hi^ 
new investment in durable goods. If the average lifetime ci a 

6. Cf. particularly graphs III 2 (p. 66), III 3 (p. 67), III 4 (p. 68 ), 
III 6 (p. 69), III 9 (p. 81), III 10 (p. 82) and III 11 (p. 83) of the last-mentioned 
investigation. 

6. Cf. Section 10 and Chapters IV and V. 

7. Cf. J. Tinbergen, Business Cycles in the United States 1919-1932, 
section (2-6), p. 49. 

8. The influence found in the cited investigation is rather weak and hence 
dubious. 
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ship is ti^en as seventeen years, then seventeen years after a 
shipbuilding boom an “echo'' of this boom will be found in replace- 
ment. The working of this echo is soon dissipated, since there is a 
considerable spread in lifetime among individual capital goods as 
well as among various categories. It has even often been doubted 
whether there is any evidence at all of its working; I think that 
such evidence has been presented m the case of shipbuilding® and 
of automobile production.^ 

There are, however, important further determinants to rein- 
vestment activity. Outstanding seems to be the influence of the 
general business situation: there is a clear tendency to restrict 
reinvestment in depression periods and to accelerate it in booms. 
This is clearly shown by the just cited investigations. 

As to the long-run determinants, these are largely the same 
as those for depreciation allowances, since in the long run these 
two variables will tend to be equal. Hence we may refer to 
section 12. 

17. Finally we have to consider the determinants of cash 
holdings It is not necessary to indicate those of since 

initial cash holdings have to be considered as given for each imit- 
period; they are the result of past actions. The desired cash 
holdings are, generally speaking, the result of weigtiing 

off against each other the advantages of a greater cash and the 
disadvantages of paying more interest if more credits are to be 
held. Before going into the motives for holding cash we may 
discuss some implications of this quite general statement. Indi- 
cating by M the desired cash, by the interest payments, and 
by Q(M, Y^) the utility function to some individual, this individual 
will try to maximize Changes in M and Y^ are, however, not 
independent. Interest charges are the total of all interest due on 
the various credits outstanding; a credit tKI outstanding at the 
beginning of period <, and originating from the period T bears a 
charge of T^tniTj where my is the interest rate that existed at the 
period T. Total interest charges are, therefore, equal to 

(17, 1) 

9. Cf. J. Mculdijk, Der englische Schiffbau wahrend der^Periode 1870- 
1912 und das Problem des Ersatzbaues, Wcltwirtschaftlichcs Archiv 52 
(1940), p. 624; J. Einarsen, Reinvestment Cycles, Oslo, 1938. 

1. The Dynamics of Automobile Demand, edited by the General Motors 
Corporatioii, New York, 1939; P. de Wolff, De vraag naar personenauto’a 
in de Vereenigde Staten, De Nederlandsche Conjunotuur, November 1936, 
p. 18. 
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An extension of cash holdings M at the period t can be obtained 
by an equal extension of credits tKt, which bear an interest charge 
of mt, interest rate at period t. The maximum value for 0 is 
obtained for such a value of M that 


dQ _dQ an do .an 

dM~ m'^ dJK.1 dM dY^ 


(17, 2) 


This equation expresses in the well-known way that the increase 
in utility caused by the increase in M just outweighs the decrease 
as a consequence of the increased interest charges. It may be 
solved — in principle, at least — for M and then yields a relation 

M=F(mt . . .) (17, 3) 


between M and m^, which in a wsense is Keynes’ liquidity preference 
function (but then related to total cash holdings, not to ^'inactive 
balances” only).* 

One point we want to emphasize is that this function F 
depends not only on the rate of interest nit during the peiiod under 
consideration, but aho on a number of earlier interest rates, deter- 
mining the interest charges on older credits. Another point is 
that it is not always possible to adapt M to one’s desires simply 
by changes in credits outstanding at the rate of mt^ From the 
moment where all recent credits outstanding arc redeemed and 
a further desire for a diminishing of cash holdings would exist, 
the individual under discussion has to redeem ‘‘older” credits — 
if possible — and this means that another, viz. an ‘^older” interest 
rate wy comes into play. This implies that cannot, under 
all circumstances, be considered as an invariant function of mt 
alone; which seems to be a clear departure from the Keynesian 
doctrine. One of two alternatives comes instead: either older w^’s 
come into the liquidity preference function (17, 3), or if no oppor- 
tunities for further redemptions exist — they may be forbidden 
by the older contracts — a value of Af deviating from that in 
(17, 3) will be chosen by the individual. 

The further determinants appearing in (17, 3) will be those 
so well described by Keynes; they are the incorporations of the 
transactions, precautionary and speculative motives and the 
desiie for investment finance. The transactions motive, for 
example, leads to total transactions as a determinant; further, 

2. Cf. G. Haberler, Prosperity and Depression, 3d edition, Geneva, 

mi, p. 210. 
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such factors as the rate of increase of the price level of both goods 
and securities may come in, or the fear for illiquidity as a conse- 
quence of a crisis. This latter factor will be of particular impor- 
tance shortly after a crisis. 

18. A few words may be said about the lerhgih of the elementary 
period. As a minimum this period should be equal to the period 
for which the rate of interest in consideration is fixed; for most 
rates this will be one day. It does not seem necessary that during 
this period plans are not changed, as Ohlin claims.* The process 
of the formation of the interest rate is a process of trial and error, 
as we have seen, if we use a semi-static anal 3 rsis (cf. section 10 
above) and during this process plans may be changed. 

Taking a day for the elementary period means making a very 
detailed analysis. For most practical investigations it will be con- 
venient — and, in our opinion, quite acceptable — to take longer 
periods of reference, such as months, years, or even decades; this 
last period, if one is interested in long-term movements of interest 
rates. There is another reason why taking such longer periods may 
be useful. As Lcmer^ rightly observes, a certain minimum length 
is required in order to permit all subjects involved to adapt their 
holdings of credits and cash to the interest rate; if we want to 
assume — for reasons of simplification — that such an adaptation 
takes place, we are obliged to take such a longer period. Or, to 
put it the other way round: if we take a very short period of ref- 
erence, such as a day, we must, in accordance with what was said 
in section 17, admit that in the liquidity preference function 
other, ‘^older^^ interest rates play an important r61e and that the 
Keynesian approximation with only the present rate is inadequate. 

It is perhaps superfluous, but at any rate useful, expressly to 
state that the i^eriod of reference now discussed is not necessarily 
the same as one of the lags discussed in sections 9 and 11; in par- 
ticular, Lutz* has made a number of interesting points on the 
implications of this fact. 

Neither is the elementary period the same as the period over 
which the financial plans are made, referred to above. For the 

3. B. Ohlin, Some notes on the Stockholm Theory of Saving^ and Invest- 
ment, Economic Journal XLVII (1937), p. 61. 

4. A. P. Lerner, Alternative Formulations of the Theory of Interest, 
Economic Journal XLVIII (1938), p. 211. 

5. F, A. Luts, The Outcome of the Saving-Investment Discussion, this 
Journal, LII (1938), p. 588. 
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flotation of a bond issue, for example, a plan will be made refarring 
to some decades, dependent, perhaps, on the lifetime of some capital 
goods involved or on the presumable period of peace in which a 
war loan is redeemable. Particularly for the bond market it is 
clear that if we take a very short elementary period — to be justi- 
fied by the fact that a quotation of bonds is made up every day — 
the chance is very great that not all holders of these securities 
will, in each elementary period, adapt their holdings to the state 
of the market. 

If we take longer periods of reference we do get, of course, a 
more approximative result. It is equivalent to neglecting a number 
of links in the process of adaptation; it implies a type of analysis 
nearer to static theory (cf. section 10). For some purposes, par- 
ticularly for the explanation of the long-run trend of interest rates, 
it will be very useful, however. Taking a long period of reference 
has one very important consequence: the influence of the flow 
items in our market equation (6, 6; 6, 6; 7, 3 or 8, 1) becomes 
more and more preponderant as compared with that of the stock 
items, and hence the influence of the liquidity preference schedule 
diminishes in favor of that of savings and investment determinants. 

19. Before discussing (in Part II, below) some applications 
of our mai’kct formula, let us consider for a moment the contrch- 
vermal formulations by Keynes and what he calls classical authors. 
The essence of the Ke.Miesian treatment of the problem of deter- 
mining tlie rate of interest may thus be summarized: 

(а) The rate of interest cannot be determined by an equation: 
savings = investment, where savings represents the supply of, and 
investment represents the demand for investible funds; the impos- 
sibility of doing so is a consecjuence of the fact that the adaptation 
of savings to investment is obtained by income changes rather than 
changes in interest rates. In mathematical language, not the rate 
of interest m, but (national) income Y is the independent variable 
in the equation savings = investment. 

(б) Hence, the determinants of savings and investment do 
not influence m, since for any value of m there is equality of savings 
and investment. 

(c) The rate of interest, on the other hand, is determined by 
the liquidity preference function, connecting the quantity of 
money with m. 

(J) This implies that the rate of interest must be imderstood 
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by a stock aaalysds, viz. an analysis of the stock of money present 
at a given moment, rather than by an analysis of the flows of 
savings and investment per unit period. 

There is some advantage in commenting on these statements 
wth the help of a concrete case, and we choose our simplest 
model A (equation 5, 6) as such a case. The first point to be 
emphasized is that Keynes’ “Savings” are not ours; indicating his 
by Sf, we have: 

Sf (19, 1) 
where represents total hoarding (intentional and uninten- 
tional ^H/') by families: 

^H,'+ (19, 2) 
The second point is, that the equaiiom: ^^demand for investible 
funds equals supply of such funds^^ and ^^Keynesian savings equal 
investments^ are not identical; the first one mns, in our symbols: 

(19. 3) 

whereas the second is: 

(19.4) 

Nor is there a contradiction between these two equations: Deduct- 
ing (19, 4) from (19, 3) we obtain: 

(19. 5) 

which may be written in either of two forms: 

C^stock analysis’O (19,6) 
Mf = (^‘flow analysis”) (19, 7) 

Of these tw’o equations, the first expresses that the amount of 
money made available by the banks (money already present at 
beginning of period: plus new creation of money 

during period) equals the demand for money at 

the end of the period, determined by the liquidity preference func- 
tions of families and firms. The second expresses that the newly 
created money equals the net flow of hoarding by families and 
business firms. As indicated in brackets, the first equation takes 
the form of a stock analysis, the second of a (net) flow analysis. 
As Ohlin has rightly pointed out,® these tw’o ways of representing 
the situation (he calls them “gross” and “net” formulation) are 
equivalent. In fact, their relation is the same as between a func- 
tion and its differential coefficient (more exactly: its first dif- 

6. B. Ohlin, loc. oit., in particular pages 224 and 225. 
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ference) or between the integral (more exactly: the cumulation) of 
a fimction and that function. 

Nevertheless, the whole controversy between stock and flow 
analysis is not solved with this statement. There are two further 
questions involved. The first is that, dependent on the determi- 
nants (or, if one likes, the independent variables) behind these 
entities, one of the two formulations may be a better instrument of 
analysis than the other. If it were true that the total stock of 
money present at any moment is adapted immediately to the then 
prevailing rate of interest and were an invariant 

function of that rate, the stock analysis would be a better instru- 
ment. For if the stock for example, is a function of mi 

only, then the flow is a function of the two interest 

rates and m,_i, and hence a more complicated expression. But 
if only the flow of new money is dependent on that rate, whereas 
the older “parts” of the stock are dependent on “older” rates, the 
flow analysis is the more appropriate instrument. 

For now the stock would be a more — and even a far more — 
complicated expression in terms of the interest rate: it would, in 
principle, depend on all previous interest rates. Thus there remains 
the question to be answered, which of the two — or even more, 
namely, “mixed” — alternatives is closest to reality. Lemer 
rightly argues that the flow analysis in its simplest form cannot 
be right: a certain interest rate cannot induce people continuously 
to ho£ird a certain amount of money per time unit. On the other 
hand, our analysis in section 17 seems to prove that the pure stock 
analysis — at least, if applied to very short periods — is not 
correct either. It is only so if we do not consider too short periods; 
it is an approximation. 

This brings us into the second question. It is useful to make a 
distinction between two sorts of flow analysis, net flow and gross 
flow analysis. The difference can best be clarified by reminding 
the reader of our concepts (cf. section 2) and Kt', where X? 
was the total amount of new credits accorded during time period t 
and Xf was the net increase in credits outstanding; we call X? 
the gross flow and Xf the net flow of new credits. (Of course, 
similar distinctions may be made for cash holdings). The con- 
nection between X? and Xf is given by equation (2, 4) : 
Xf =X?— Xf, where Xf represents credits expired. The differ- 
ence in behavior between Kf and X? is best illustrated by the 
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confflderation of two special cases. First, assume that all credit 
contracts are accorded for one elementary time period only. That 
implies that credits outstanding at the end of period 1 equal 
credits accorded during that period: 

m^ICl (19, 8) 

and credits expiring dming period 1 equal credits outstanding the 
beginning of period 1: 

Kf=K\. (19, 9) 

Equation (19, 8) expresses that now stocks gross flow; for the 
net flow, however, we still have that it equals the rate of increase 
in stock. 

Secondly, assume that all credits are accorded for two ele- 
mentary time periods. This means that, instead of (19, 9), we 
now get: 

Kf+K!=-Kl (19, 10) 

telling that credit.*? outstanding at the beginning of period 1 will 
now be expiring during the next two periods. Now since 

Kl=Kl+K’:f+K^=Kt-\-(iri-Kf)+{K^-Kf) (19, 11) 

it follows that: 

Kl=ICl+K^ (19, 12) 

or: the stock equals the gross flow taken over two consecutive periods. 
Still the net flow, if taken over th&se two periods, equals the rate 
of increase in the stock. The stock therefore equals the cumulation 
of the gross flow over a flnite time interval, and the cumulation of 
the net flow over an inflnite time interval. The relations get more 
complicated if the contracts are of unequal length, and we cannot 
go into this here. But it will be clear that there is conceivable a 
third type of theory, namely, one where the simplest description 
of reality is obtained by expressing the gross flow by some function 
of the independent variables. From the preceding sections it 
follows that we consider this the best solution of the stock-and- 
flow antithesis. 

To state clearly what determinants will appear in the system 
of equations, we rewrite the two equations, in both the “classical” 
and the Keynesian form, using function symbols where that seems 
appropriate. 
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“CJlaflfflcal”: 

StiYt, Fm, md+m+i{Yt, nk) 

(Cl) 

F,=C,(F„ FM)+/t(Fw, m,) (C 2) 

Keynesian: 

Mfimt) +*JW,+ W,=*M,+i(F„ m) + W,h-i(F„ «»,) (K 1) 

F,=Ci(r„ Fm)+/«(Fm, m,). (K 2) 

In addition, the identity connecting C, S and (our equation 
(4.1) ) may be repeated: 

Yt=C,+St+^Mt+i-^M,. (4.1) 

This, however, is indeed an identity, meaning that it must be true, 
for any value of and whereas the above equations are con- 
ditions to be fulfilled by and m<. 

Generally speaking, the pair of equations (C 1) and (C 2), or 
the equivalent pair (K 1) and (K2), determines simultaneously 
the variables F/ and The determinants occurring in these 
equations are those of S, /, C, or, since there is a defini- 

tional connection (4. 1) between S, C and ^M, the determinants of 
S, /, ^Mt^i and The latter two taken together forming 

the liquidity preference (of firms and families, respectively) it 
may be concluded that, generally speaking, the detenninanis of 
{active) savings, investments and liquidity preference together deter- 
mine Yt as well as nit. Only in the special case, where, in equation 
(19.6), as well as would only depend on W/ and not 

on F|, Keynes^ thesis that m/ is determined by liquidity preference 
only, would hold. Since Yt generally will influence ^Mt^i and 
^Mt^i through the transactions motive, this special case docs not 
seem to be of great significance. 

On the other hand it does not seem probable that in St or 
It the variable m# does not occur; it is probable that, at least in 
It, mt appears as an independent variable; Yt is not, if this is so, 
the only independent variable determining the amounts St or 
even S!^. 

Here we are led to exactly the same conclusion as Hicks^ and 
Pallander* — that Keynes’ theory is only a special case of a more 

7. J. R. Hicks, Mr,. Keynes and the Classics, Economctrica V (1937), 
p. 147. 

8. T. Pallander, K^imes’ allm&nna teori ocb dess till&mpnmg inom 
rfinte-, multiplikator- och pristeorien, Ekon. Tidskrift XLIV (1942), p. 233, 
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general one. This seems to have been overlooked by Lemer® and 
perhaps also by Haberler, when these authors try to show that 
there is, in the end, no difference of opinion about facts, only 
about definitions, between Keynes and the “classics.” 

II 

20. So far we have treated the credit market as a single market. 
It is, however, composed of various compartments, more or less 
isolated, with different prices. The method of dealing with this 
phenomenon of partial markets within the framework of the fore- 
going analysis may be illustrated by considering in more detail 
the roughest distinction between various types of credits we are 
accustomed to work with, namely, that between “long” and 
“short” credits, to be indicated by left-hand bottom indices L 
and S. To fix the ideas, the border line between long and short 
credits may be taken at one year. There are two representative 
interest rates and ^m; say the yield on bonds and the private 
discount rate. Each item in the market equation has now to be 
split up into an item for long and one for short credits; the demand 
item e.g. into and snI^ where may be the demand for 
bond (and stock) capital to finance new investments and tbe 
demand for bank credit for the same purpose (“anticipation 
credits”). Both will depend on the determinants relevant to new 
investments and, in addition, on both interest rates. In par- 
ticular, it will be the relation of these two rates and the expected 
future long-term rate and its movements that will influence the 
method of financing the investments. Attempts to proceed to 
econometric analysis in this way have been made in my above- 
quoted investigation on the business cycles in the United States 
1919-1932, to be discussed further in section 26. 

Applying the same idea in the other items of the market 
equation, we get two equations, expressing the equality of demand 
and supply respectively for short and for long credits: 

( 20 , 1 ) 

£ir‘=fK”. (20, 2) 

9. Loc. cit. Unfortunately Lemer's interesting paper is somewhat 
obscured by two circumstances. First, he is not clear about what definition 
for savings he assumes, and secondly, he uses the S3rmbol Y alternatively for 
income and for **ordinato'^ generally; thus he also uses Y in one or two graphs 
to mean the interest rate, which, in view of the subject under discussion, is 
somewhat unfortunate. 
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In order to exemplify the results that may be obtained by our 
instrument of analysis, let us go into somewhat greater detail. 

As our special purpose for the following few sections we taJce 
the exi^anation of the cyclical behavior of the two interest rates. 
Hence we shall neglect all determinants that are only of impor- 
tance for the explanation of trend movements or of very short 
fluctuations: only determinants showing an important and sys- 
tematic cyclic component will be considered. The cyclical move- 
ment of the non-credit markets will be considered as given and 
will be assumed to be represented by the fluctuations in the general 
profit rate z, since most of the other economic variables show a 
cyclical pattern parallel to that of z. 

Demand for short credits will chiefly be for new investment 
purposes, for speculation and for increasing liquidity; new invest- 
ment only as far as it takes the form of investment in commodity 
stocks or as the credit takes the form of an anticipation credit. 
The supply of short credits originates from the banks. Demand 
for long credits will be for investment in durable goods: capital 
issues by public authorities, public utilities and mortgages for 
building or for some types of consumption credit (public authorities 
and the general public for as far as this demand materializes by 
the selling of “old securities”). The supply of long credits origi- 
nates from the savings of family households and from the invest- 
ment of part of the banks’ resources. The concrete shape of the 
relation between each of these items and the two interest rates 
and the other detenninants will depend on (i) the planning period 
or “horizon” of the subjects involved; (ii) the time shape of the 
need for or the availability of credit within that time period, 
determining, for example, the degree of idleness of long credits 
and (iii) the technical opportunities of demanding or supplying 
(the question whether one is or is not permitted to enter a certain 
market) and, closely related, the possibilities of substitution. 

If, in particular, some type of investment promises a profit 
rate of z, whereas the interest rate to be paid is m, demand will 
depend on z—m; if, in addition, there is a posvsibility of lending 
in another market compartment at a rate m', it will also depend 
on m'—m. 

For part of the demand for short credits, namely, commercial 
and speculative credits, no substitution possibilities exist; they 
will depend on the difference between the general profit rate z 
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and sm only. For advances, the substitution by a long credit 
exists, and hence they will, in addition, depend on ipn—gm. We 
are led to a somewhat more exact theory by the following considerar 
tions. The choice may be said to be between: 

(а) to continue a short credit for a period B and then to take 
a long credit; 

(б) to start the long credit immediately. 

The first possibility implies the payment of a rate of over 
a period 6, instead of iu^d a payment of another long-term 
interest rate than the one now prevailing, namely, the rate expected 
to exist after a lapse 8. If the investor bases his expectation on an 
extrapolation of the present movement of ijm, the expected rate 
will be xm-f^xw. Thus interest pajments over a horizon T will 
be, in case (o) B^-\-{T—0) (xwi-f^xw) and in case (h) Tijm. 
The choice will depend on the difference: 8 (sw— xm-|-(7’— S)xwi). 
From this somewhat closer examination we learn that, apart 
from the difference gm— x»i already mentioned, the choice will 
depend on i,m, if the expectations are based on extrapolation of 
the present movement. If the expression 8 tsm— xm+CT— ®)x»«) 
increases there will be a stronger demand for long credits; if it 
decreases, the demand for short credits will be stronger. In view 
of the foregoing considerations, demand for short credits may be 
assumed to be given by the equation 

Oi(2— sm) — atism—Lin) — osx.m (20, 3) 

The supply of short credits originates, as we stated already, 
from the banks. Disregarding incidental factors such as fluctua- 
tions in gold stock, it will primarfly depend on the short interest 
rate itself, which determines the degree of profitableness of creat- 
ing credit. These credits may, however, partly be used for buying 
bonds; this again depends on the market situation and prospects. 
A short credit, say, for a time period 8, will yield the bank interest 
receipts proportional to whereas an investment in bonds 
yields (i) interest receipts proportional to imB and (ii) a price 
gain or loss proportional to p, the difference between the expected 
price of the bonds at time t-\-8 and the price at time t. .Assuming 
again that the expected price movement is based on extrapolation 
of the existing movements, it may be deduced from ijm and ifn 
in the following way. Let the initial bond price be 1, then the price 
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at time t+9 will be 


the price gain will be 

Lm j LmO 

approximately. Together with interest receipts this shows a dif- 
ference with interest receipts in the short credit case of 

(stn— 

ijm 


Again the supply of short credits will therefore be the greater, 
the higher this difference is. Taking account of this substitution 
effect as well as with the absolute profits to be obtained by credit 
creation, the supply of short credits will be, in the simplest case: 

= + (20, 4) 


The demand for long credits will chiefly be governed by the 
difference between profit expectations, which we assume to be 
dependent on the actual profit rate 2, and the long-term interest 
rate For another part, e.g. as far as it is demanded by public 
authorities for covering deficits and for consumption purposes, it 
will depend on national income and even in a negative way; but 
since the fluctuations in national income are closely correlated 
with those in z, this only means adding a term of a type already 
introduced. It may be, however, that this part of demand is not 
so much influenced by the interest rate itself, and hence the term 
with ijn need not have numerically the same coefficient as the 
one with z. In addition, also here, a substitution effect — the 
complement to the effect discussed for the demand for short credits 
— is to be expected. It will be based on the same variables as the 
latter, but will show the opposite sign. Hence the demand for 
long credits will be of the following shape: 

+ (20, 5) 


Finally, the supply of long credits originates from two sources, 
private and banking investments. Private investments may be 
out of current savings, which largely depend on national income 
and hence approximately on and out of accumulated wealth 
from older savings, held in money form. The latter may be assumed 
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to depend on J zdi, the accumulated value of previous profit 

rates — because of the close correlation between profit rates and 
national income. They may depend also on the long-term rate of 
interest, but do not seem to do so in a very marked way. Invest- 
ment by banks will be much more influenced both by that rate of 
interest and by the substitution motive, which again is the counter- 
part of the substitution effect in the supply of short credits. In 
addition it depends on liquidity considerations which will, however, 
largely be determined by the general business situation, i.e. by z. 
Hence we may put: 

tK* = SiZ — Si{gitn — x,jn) — SaiW-i- Si j zdt. (20, 6) 

Jo 

One interesting implication of the above analysis may be 
emphasized beforehand — the rfile attributed to savings. If it is 
true that family savings are chiefly led to the long-term credit 
market, two conclusions may be drawn : (i) they will not influence 
in a direct way the short interest rate, and (ii) even their influence 
on the long-term interest rate will be very smooth, because this 
latter is chiefly governed by the accumulated fund of anterior 
and present savings: a considerable change in annual savings only 
means a slight change in this fund. Abundance of savings will not 
therefore result in a sudden change in interest rates; shortage will 
only do so if the banking system is operating exactly at the limit 
of its reserves and cannot even supply the smallest extra amount 
of complementary means of pa3ment. These conclusions seem 
rather interesting. The specifications discussed in this section 
transform the equations (20, 1) and (20, 2) into: 

Oi(z— sJw) — Og(swt— itn) — Osim=/Sism-l-/32(sWi— * 

(20,7) 

■yi* "I" 72(5^1 — xjn) y 3ijh — SiZ — St{s,m — iw) — 


■3aiWi-|-54iW-|-56 J idi 


( 20 , 8 ) 


21. Let us investigate somewhat further the consequences of 
these equations, in order to find out whether they explain some of 
the most characteristic features in the cyclical behavior of interest 
rates. The equations are rather complicated: they are simulta- 
neous equations; for x,m even differential equations, with a right- 
hand member. In order to clarify the connections involved, we 
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may start mth a very special case and gradually proceed to more 
complicated cases. Since statistical tests, to be discussed later 
(section 26 ), have suggested that the influence of the terms with 
i/h is weaJc, we start by omitting them. Further, we assume for a 
while that the other substitution terms (those with gm—Ltn) also 
vanish. This means considering the two markets as separate mar- 
kets. The equations now become: 


(oi-|-i8i)am=Oi2. (21,1) 

( 74 + 84 )l»»= ( 71 - Bt)g- ( 21 , 2 ) 

Two cases may be distinguished: (i) 85=0 and (ii) 8 (> 0 . 
In the former case, the two interest rates move parallel with each 
other and with 2 if 'yi> B\. Their amplitudes are proportional to 

. and — — , respectively. Since the numerator of the second 
Oi+iSx 74 + «4 

fraction is a difference, there is a good chance that the second 
fraction is smaller than the first and hence that xjrn shows less 
pronoimced fluctuations than ^m. In non-mathematical terms, 
the explanation would be that, during the business cycfe, both the 
demand and the supply schedules for long credits shift — in the 
same direction — whereas for short credits only the demand sched- 
ule shifts (the structure of the banks, determining the supply 
schedule, being constant) and hence the short-term rate shows 
larger fluctuations than the long-term rate. If, however, 5i>7i, 
the fluctuations of the two rates would be opposite to each other, 
which does not fit the facts. Assuming (ii) that 86>0 would 
mean the introduction, in the movements of j,m, of a component 
leading the general cycle by one-quarter of a period, and would 
therefore mean that m would show a more or less pronounced 
lead to that cycle, which does not fit the facts either. 

Now let us no longer assume that the two markets are iso- 
lated, and study the consequences of the introduction of the sub- 
stitution terms with am— x,»». We now get: 

(oi+oj+/5i+fl»)a»i— (aj+fli) iW=oi2. (21, 3) 
(7*+ (71+74+ 81+ S^i?n—{—yi+ 8i)z+ St j sdt. 

( 21 , 4 ) 
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These equations may be written in the simpler form: 


gWt ■“ ® J jS! 




= Si'z— dij*zdi 


where all 0’s are <1, since 01 = 


ttj+jS* 

®i+ o.t+Si+St 


(21, 6) 
(21, 6) 


0j= 




tti 

tti+ Oi+i3i+/9» 

ya+74+0s+04 


Moreover, Si— — — and fi»'= 

7 *+ 74 + ^ 2 + ^4 72 + 74 + 02 + Si. 


Assuming again, for a moment, (i) Si' to be zero, the solution 
of the equations (21, 5) and (21, 6) may be written in the form: 

SW(1 — 010|) = (02 — 010x0'^ 
jr,»l(l — 0108) = ( 0302 — Si)z. 

If now 0i'<0802, we have: 0s02<02 and fii'>0i0i' 
from which it follows that 0802— 0i’<02— 0 l 0 l^ or that the ampli- 
tude of jjn is less than that of sm, a result similar to that obtained 
formerly. 

Assuming, then, (ii) Si' to be positive, we get an additional 
term in the solutions for both interest rates. It may, however, be 
proved that this term is relatively stronger for itn than for gm] 
therefore we should still obtain a pattern not in conformity to 
reahty ; jpi would lead gm and both would lead the general cycle. 
The same may be proved for the ie-introduction of the im-terms. 

22. So far these results are none too good; some of the most 
characteristic features of reality, namely, that both the short and 
the long rate lag behind the general cycle and the long rate more 
than the short, have not yet been explained, even by the intro- 
duction of the dynamic terms with jjm. There is, however, another 
dynamic element that has to be introduced; demand for long 
credits, as far as it takes the form of capital issues, ordinarily 
lags behind its determinants, since this type of demand is often 
provisionally satisfied by the use of anticipation credits: industrial 
demand by bank credits, government demand by the floating of 
treasury bills. Hence the terms 7iz— 74 i.»t in equation (20, 6) 
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may be lagged; e.g. over half a year. Taking this period as the 
unit of time, we write yiZ-i—y*LnL.i instead, and try to solve 
the equations proceeding, as before, from the simpler to some of 
the more complicated cases. Leaving out, to begin with, all sub- 
stitution terms and the term with j zdt, we have: 

(ai+;Si)sm=aia (22,1) 

74z,wI-i = 7i2-i ~ 8 i2 • (22, 2) 

The first of these equations again tells us that 5m will fluctuate 
parallel with z; the second is more complicated, and we shall only 
solve it approximately. The left-hand member may be written as 


(84+74)iW_®, where 


^ 4+74 


the right-hand member as 


— 71(2— 2-i)-|-(7i— fii) 2. In this latter expression, the first term 
represents a component showing a 1^ of a quarter of a cycle 
approximately; the second either (if 7i> 5 i) no lag or (if 7i< 5 i) 
one of half a cycle. The result is that ijm shows a lag behind the 
general cycle, which is either somewhere between \T —6 (where 
T is the length of the cycle) and —$ (i.e. a lead of 0 ) or some- 
where between \T —6 and \T—B, both cases in the neighborhood 
of i T—B, since the coefficient 71— 5 i of the z term is smaller 
than that of the 2— 2_i term. Thus we get a lag in, but a some- 
what pronounced one. 

Let us now introduce again the terms with this 

yields the equations: 

(ai-|- aj-[-/Si-l-^2)sW— (oj-|-/ 32 )Lm= Oi2 ( 22 , 3 ) 

( 7 »+^a)sW*~( 7 *+^»+ 54 )x,»w= — 7 i 2 -i+ 5 i 2 + 74 Z.W*-i ( 22 , 4 ) 

As in section 21 , we transform them into 

sOT— ijn—B^ (22, 6) 

B$ am—i,Tn= —yi'z-i-\-SiZ-\-yii,m-i ( 22 , 6) 

where Bi and Bt have the same meaning as before, <>3= — , 

yi+8,+ St 

7 i' = — — and 5i'=- 

72+74+83 72+74+83 

The solution may now be approximated by the following pro- 
cedure: provisionally we consider as given, and we deduce. 
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from (22, 6) and (22, 6) : 

5m(l — = (^2 “"^i5i0^4‘^i(7i^2'-i“*74^lW-i) (22, 7) 

i;m(l — = (^3^2— Si)z+{yiz^i’- T4^l^-i) (22, 8) 

For (22, 8) we write: 

(1—^1^3+740l^Wu«=(^8^2"“^1^+7i02->j (22, 9) 

where 9= — and i?= 

1 — Bi$z 6^2 — 

The exact behavior of ijm can only be determined, on the basis of 
this approximate solution, when the various coefficients are known 
numerically. What we may show is, however, that now at least 
the possibility exists of a result in accordance with the real facts. 
If ^ 8 ^ 2 — 5i'+7i' ifi a small number, jjm will have a small amplitude, 
again chiefly because both the supply and the demand schedule 
shift upwards during the cycle. If further ri>B^ is lagged behind 
z. The smallness of i,m*s amplitude would make it legitimate to 
neglect, in (22, 7), the term with hence (22, 7) would yield 
us the solution for ^m. 

In addition, a comparison of ( 22 , 7) and ( 22 , 8 ) shows that 
sm and jjm are both composed of two z terms, one without and 
one with a lag, of which the former is stronger for whereas 
the latter is stronger for ^m. This implies that both interest 
rates lag behind the general cycle, but ijm more than 57 ??, in accord- 
ance with reality.^ 

23. We shall conclude our digest of recent literature on the 
formation of interest rates by a few paragraphs on the results of 
econometric analysis in this field obtained up to now. This short 
survey will be given the combined character of a review and of a 
program. What are the most conspicuous features of the level and 
the course of interest rates in the principal countries demanding 
explanation? They may be classified as follows: 

1 . For an interesting analysis of this relation of J. R. Hicks, Mr. Hawtrey 
on Bank Rate and the Long-Term Rate of Interest, The Manchester School 
of Economic and Social Studies X (1939), p. 27. P. Lorenz (Eine Differ- 
entialgleichung der Wirtschaftsforschung imd ihr Integral, tilft^ter fur Ver- 
sicherungimathematik und verwandte Gebiete, Beilage zur Zeitschrift ftir die 
gesammte Vers.-Wissenschaft, Bd. zg. Heft 3, p. 212) has gone one step further 
and also proposed a *law’^ governing the process of mutual adaptation of the 
two rates, without, however, giving a clear-cut theoretical foundation of 
that law. 
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1. Differences in level. 

Between countries. During the second half of the nineteenth 
century the levels of interest rates in the chief countries approached 
each other very closely; that of the United States having been 
considerably higher, at the middle of that century, than that of 
the European countries. After the first World War the rate of 
interest in Germany was considerably higher than elsewhere in 
western countries. Moreover, the rate of interest for first-rate 
bonds was in China very much higher than in a country like India, 
economically comparable to China; in India it does not surpass 
by very much the level in Great Britain. 

Between various types of interest rates. As a rule, yield on first- 
rate bonds is lower than yield on stocks; there are, however, 
remarkable exceptions; for the United States after 1919 and 
Germany, 1870-1900.* Very large differences between rates for 
large credits to public authorites or concerns and for small credits 
to the population exist, notably in the far eastern coimtries. 

II. Characteristics of movements. 

Trend movement. The general trend throughout the nine- 
teenth and twentieth century is a falling one. 

Long cycles. Superimposed on this trend there are long cycles 
which coincide, roughly speaking, with those of the general price 
movement. 

Shorter cyclical movements show themselves especially in short- 
term rates, where they are very pronounced. They lag somewhat 
behind the general cycle, as is expressed in the C-curve of the 
Harvard Barometer, and in addition they show the short “Ameri- 
can” cycle (with a three- to four-year period) not only in the 
United States, but also in European countries. The long-term 
rate of interest practically does not show the normal cycle at all. 

Influence of the World Wars. There is a pronounced rise in 
interest rates during and shortly after the first and no such rise 
during the second World War. 

Seasonal and short irregular fluctuations may be left out of 
consideration in tiiis essay. 

24. As for the differences in level, they do not lend themselves so 

2. Cf. Het verloop op langen tcmijn van de rentestanden, Statistische 
an Econometrische Qnderaoeldngen, ed. by Centraal Biireau v. d. Statiatiek, 
Ilio Hague, 1943, Nr. 2/8, p. 6. 
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well to econometric analysis as the characteristics of movements. 
Nevertheless, more could be done than has been accomplished so 
far. I do not know thorough studies on the high level of interest 
rates in the United States at the middle of the nineteenth century; 
the high level in Germany after the first World War, however, 
has found ample observation, albeit not along typically econo- 
metric lines of approach.* An econometric analysis of various sorts 
of interest rates in western and less developed countries has not 
been presented, as far as I am aware. Certainly it will be difficult 
to find adequate measures for the differences in risk premium that 
often will be necessary to explain the divergencies. Nevertheless, 
it does seem useful to embark upon a more systematic quanti- 
tative analysis of the phenomena eniunerated. 

25. As for the charaderistics of movements^ let us first con- 
sider somewhat more closely the long-term movements and apply 
our theoretical scheme to the explanation of these movements. 
This we may do by using a long period of reference; or to put it 
more exactly, to add up the market equation for a series of con- 
secutive unit periods. This procedure will to some extent simplify 
matters. First, the ‘‘stock items^’ in the equation will largely cancel 
out against each other; taking as an example market equation 
(8, 1), for the first elementary period stands against — 
for the second elementary period, and hence cancels out. This 
need not be exactly so, since in the equation for the first period 
represents an expected value and in that for the second 
period an ex-post value. If we may assume that, over a long period^ 
there are no systematic differences between expectations and realizes 
tionSy however, we may neglect that fact. Hence, in the equation 
obtained by the adding up, for all elementary periods included in 
our long period of reference, of the market equation, we are only 
left with the stock quantities referring to the beginning and the 
end of the long period, and the equation obtained is of quite the 
same type as our elementary market equation. This implies, how- 
ever, that the magnitude of the flow terms is now much more pre^ 
ponderant in comparison with that of the stock terms: the flow 
terms are approximately proportional to the length of the period 
of reference and the stock items are not. 

A second consequence of the consideration of a long period 

3 . Gf. e.g. £. Welter, Die Ursachen dee Kapitalnmgels in Deutschland, 
TUbmgen, 1931 . 
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oS reference is tiiat items showing a rapid movement will lose in 
significance: the separate summands will, to some extent, caned 
out against each other. Such may be the case, for example, with 
credit creation and with hoarding flows. These items will, during 
the course of one business cycle, alternatively show negative and 
positive values and their total will be rather small. The same 
applies to the elementary periods before and after a panic. 

All this means an approach to “classical” or to static theories: 
the influence of the steady flows of savings, depreciation allow- 
ances, new investment, reinvestment purchases and sales of “old” 
securities and their determinants, becomes preponderant. But a 
complete approach to these theories is not possible; in pure statics, 
for example, cash holdings for risks do not make sense, but in 
reality they do, even in the long run. 

An important feature of purely statical theory is that the 
rate of interest is only dependent on “real" or physical, not on •nomiruil, 
factors. For example, a doubling of the money in circulation will, 
according to this type of theory, only lead to a doubling of nominal 
prices and money items, but not to a change in any “real” 
variables and hence not in the rate of interest. To put it another 
way, the rate of interest, being the ratio between thp income of 
the capital OAvner and his capital, will not be influenced in the long 
run, since both his income and his capital will have doubled. It 
is therefore doubtful whether the long-term correlation between 
the price level and the interest rate can be easily understood. 
Macaulay^ tried to do so by the following rea.soning, which he 
unfortunately has not translated into a close quantitative approach. 
Starting from the hypothesis that the relevant credit contracts are 
long-term contracts, and the interest charges therefore remain 
constant if the general price level rises, he points to the increases 
in profits and hence in demand for further investments that follow. 
Against this increased demand he sees no adequately increased 
supply of credits, since incomes will not have risen so much. In 
view of the great increase in profits, this is not clear; it may be 
true, as Macaulay contends, that salaries and incomes of bond 
proprietors will not have risen so much, but incomes of entre- 
preneurs will. 

Another attempt to account for the correlation between price 

4. Some Theoretical Problems Suggested by the Movements of Interest 
Bates, etc.. New York, 1938, p. 206. 
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levd and interest rates, and at any rate theoretically sounder, 
altiiough it may seem somewhat artificial, is the one undertaken 
by Irving Fisher.* Fisher points to the influence of a persisting 
rate of increase in the price level on the demand for and supply of 
credits. Such a rate of increase means a continuous depreciation 
of money in terms of goods, and hence of a capital that is lent, 
'Diis will induce the lender to require a rate of interest that com- 
pensates him for this loss, whereas the borrower will be prepared 
to pay this higher rate: his productive activities will enable him to 
earn this additional charge. Hence it is to be expected that, once 
the rate of increase in prices has penetrated into the minds of the 
lenders and the borrowers, the rate of interest will be higher than 
normal during times of rising prices and lower during times of 
falling prices. If now, however, the correlation between interest 
rates and the price level itself is to be explained, it must be borne 
in mind that the rate of increase in prices precedes by one quarter 
of a period the price level itself. The correlation between interest 
rates and the rate of increase in prices must he assumed to be one 
with a lag and, in fact, of an average lag of about ten years. It 
would take ten years, then, before people would be aware of a 
long-run tendency of prices to rise or to fall. Is not this rather 
long? Five years may be accoimted for immediately: in order to 
eliminate the ordinary cyclical movements we have to base our 
judgment on some moving average for about nine years, and it is 
only after five years that this can be known. Whether or not the 
rem ainin g five-year lag can be understood psychologically is, to 
my mind, the point of doubt that arises here.* Further investiga- 
tions on tliis point would certainly be interesting. 

An influence of a similar character is the one, already alluded 
to, exerted by the rate of increase in the interest rate itself. If there 
is a persisting tendency in one or the other direction, this means 
that there is an opposite movement in the prices of bonds which, 
in the case of a fall, means a capital loss to the owner, and in the 
case of a rise, a capital gmn. Correspondingly, the demand for 
bonds — i.e. the supply of credit — will be lower tiian it would 
have been otherwise in periods of rising interest rates, and higher 
in times of falling rates. A tendency to a rise in interest rates will 
therefore bring about a tendency to a high level. Since interest 

6. The Theory of Interest, New York, 1930. 

6. I presented this interpretation in the Dutch article referred to above. 
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rates, as we saw, move parallel to the general price level, 
influence works parallel to the influence of a rising price level just 
discussed, and it will not be possible to separate these two forces. 

Apart from these monetary long-run influences, what are tlie 
physical determinatUs of the interest rate? According to such the- 
ories as those of J. B. Clark and Von Bdhm-Bawerk, and not in 
contradiction to our own scheme, it is the marginal productivity 
of capital: the factor behind the demand for credit. In the long 
run this marginal productivity will dpend on (o) the change in 
relative scarcity of capital in comparison with the other agents 
of production, chiefly labor; and (&) an eventual common change 
in the efficiency of all the agents. A remarkable econometric 
contribution in this field is that made by Douglas and his collab- 
orators.^ Douglas fitted a homogeneous first degree production 
function 


(26,1) 

to various sets of statistical material, where P is the quantity of 
industrial output, L the quantity of labor and C the quantity of 
capital engaged and c and \ are constants. He found X to be about 
2/3 or 3/4. From (25, 1) it is easily deduced that the marginal 
productivity of capital 


dC^ 


(1 




(26,2) 


MJ 

where ^ is the inverted relative scarcity of capital relative to 


labor. Since L and C are, on conditions to be enumerated, to be 
considered as data, it would follow that equation (26, 2) tells us 
what determines, in the very long run, the course of interest rates. 
They should move inversely with the 2/3d or 3/4th power of the 
relative scarcity of capital. Very roughly, the figures at our dis- 
posal seem to confirm this result.® The conditions to be fulfilled 
are that, in the long run, the supply elasticities of labor and capital 
are equal to zero; that, in other words, the remrmeration of these 
agents docs not change the proportion of the total supply available. 
Interesting investigations on these points have also been made 
by Douglas®; the last word on these questions has not yet been 
spoken. 


7. P. Douglas, The Theory of Wages, New York, 1934, and various later 
publications. 

8. Of. my article quoted above. 

0. Loo. cit. 
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26. finally lat us turn briefly to the problem of explaining the 
cyclical movements of interest rates. In sections 20-22 we have 
already given some attention to a possible theoretical set-up for 
such an explanation. The need for knowledge of the numerical 
values of the coefficients there introduced is evident: we demon- 
strated that the most conspicuous characteristics of cyclical move- 
ments may be explained only if these numerical values fulfill 
certain conditions. As far as I am aware, an investigation along 
exactly the lines indicated in sections 20-22 is not possible, because 
of lack of data on gross flows of new short credits. Statistical data 
now at hand only permit of a stock or a net flow analysis, as far 
as short credits are concerned. 

An attempt to determine the functional relationship between 
the interest rates knd the demand for and supply of credits along 
such lines has been made in my investigation on business cycles 
in the United States referred to above.* A few words may be added 
about the set-up chosen there in the light of the foregoing analysis. 
Three interest rates have been distinguished: two long-term rates, 
the yield on bonds mih and the sdeld on shares mu and one short 
term rate m,. Accordingly, three demand and three supply fimc- 
tions have been determined. N o more frequent figures than annual 
ones were available. For the supply and demand functions of 
short credits (being identical with demand and supply functions, 
respectively, for short “claims”) a stock analysis was made; in 
the light of our discussion of this matter in section 19, we may 
hope this approaches a “gross flow” analysis, which we think is 
the appropriate way of analyzing this market. The correlations 
obtained are good, and do not therefore argue against this pro- 
cedure. Of course, it would be ^interesting, however, to make 
further investigations in order to compare the results with those 
obtained by a gross and a net flow anal 3 rsis. In addition, experi- 
ments with the use of smaller time units would be highly desirable. 

Tlie supply analysis of the long-term markets was also given 
the form of a stock analysis, i.e. the demand for bonds and shares 
was taken as a whole (demand for “new” as well as for “old” 
bonds and shares; the items in the market equa- 

tion (8, 1) were combined), and it was tacitly assumed that during 
the reference period — i.e. one year — all bonds and shares were 
scrutinized by their holders. Here the same remarks apply as 

1. d. Chapter IV. 
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thoHe made for the short>term mariret. The demand side of the 
Icmg'term markets, however, was given the shape of a gross flow 
analysis: each year’s issues were considered as a function of profits 
and interest rates then prevailing or some time before. This too 
seems legitimate, since the long period for which, fr(Hn the side 
of the demand for these “credits” (or the supply of the corre- 
sponding “claims”), the contract is made makes it impossible each 
year to adapt their stock outstanding to the conditions of the 
market. 

The procedure followed makes it difficult to trace the influence 
of the savings process on the rate of interest. It is assumed that 
family savings do not play any rdle in the supply of short credits. 
Hence they only enter into the picture at the supply side for long 
credits' (or the demand side for long claims). Since here the stock 
analysis was followed, what had to come in was the annual figure 
of the cumulalion of anterior savings. This is a series of figures 
showing mainly a trend and only a faint cyclical component. Its 
influence, therefore, cannot very well be separated from other 
influences showing mainly a trend. One further factor entering 
into this demand function for long claims and showing mainly a 
trend movement is the quantity of bonds and of sh£^ present, 
at any moment, and since this also is a cumulation, the separation 
of the influences of these two factors by means of correlation 
analysis is practically impossible. 

Among the rather scarce econometric investigations in the 
field of credit markets mention should also be made of the studies 
by A. J. Brown.^ Here again a stock analysis is chosen. 

J. Tinbergen. 

Netheblands School or Economics 

Rotterdam 

2. Hie Liquidity Preference Schedules of the London Clearing Banks, 
Oxford Economic Papers 1 (1938), p. 49. 
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The suggested Charter for the proposed International Trade 
Organization made public by the State Department in September, 
1946, and now under discussion at the trade and employment con- 
ference in Geneva would require members of the Organization to 
‘‘enter into reciprocal and mutually advantageous negotiations . . . 
directed ... to the elimination of import tariff preferences ’ (Art. 
18« par. 1). The Charter then spells out that “prior intematicmal 
commitments shall not be permitted to stand in the way of action 
with respect to tariff preferences,” and that “all negotiated reduc- 
tions on most-favored-nation import tariffs shall operate automati- 
cally to reduce or eliminate margins of prefeience.” These provis- 
ions are identical in substantive content to the provisions of the 
Proposals for Expansion of Trade and Employment which were 
released in December, 1945, and of which the suggested Charter 
is “an elaboration.” 

While these provisions will affect the tariff preferences now in 
effect between the United States and Cuba and the Philippine 
Islands, and in the British, French and Dutch Empires, there is 
little question that they were directed primarily at the British 
Imperial preference system. The questions of continuance or dis- 
continuance, and conditions for modification, of this system were 
among the principal items on the agenda of the Clayton-Keynes 
discussions held in late 1945. These were the discussions out of 
which came the now often repeated statement that “the Govern- 
ment of the United Kingdom is in full agreement on all important 
points in these proposals (Proposals for Expansion of World Trade 
mid Employment) and accepts them as a basis for international 
discussion.”* This “full agreement” covered, inter . alia, the 
preferential tariff provisions of the Proposals, which, as already 

1. Joint Statement by the United States and the United Kingdom 
Begarding the Understanding Reached on Oommerciai Policy. December 6, 
1946. 


4S9 
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noted, wero very sunilar to the prefertotial tariff inoririooB of the 
suggested Charts. 

Tlie heavy emphasis in this oountty on modification, and if 
possible elimination, of the British Imperial preference system is 
a reflection of the views generally expressed by United States 
government spokesmen, members of Congress and the foreign 
trade fraternity that this system was responsible for serious oor- 
tailmmt of United States exports to the British Empire during 
the 1930’s, and that unless it is now modified, it will prove a diffi- 
cult stumbling block to any possible future expansion of United 
States exports to the Empire. 

At the same time, many segments of British public opinion 
are equally convinced that the British people would lose more 
than they would gain by modification of tbe preferential system. 
They maintain that the system was of great benefit to British 
foreign trade during the 1930’s, that it helped to expand intra- 
Empire trade, and that any modifications would endanger the 
United Kingdom’s current drive to expand exports to 50-75 per 
cent above prewar voliunes. 

In tbeir references to prewar experiences the contentions on 
both sides of the Atlantic are generally more notable for their 
emotional and political content than for their reasoning based upon 
economic and statistical evidence. This paper, therefore, reviews 
briefly the nature of the Ottawa agreements which established the 
Imperial preference system, and then examines the results of the 
operations of the system from two specific points of view: (1) what 
were the effects of the system on British foreign trade during the 
period 1932-1938; (2) to what extent did the system hinder United 
States exports to the British Empire during this same period? 

The period 1932-38 is chosen for analysis because this was 
the only period during which the effects of the system were rela- 
tively clear-cut. After 1938 the trade of the Empire was con- 
ditioned first by preparations for war and then by the war itself, 
by the operations of the sterling area, and by Lend-Lease. These 
factors minimized the importance of the preference system during 
the war years. 


I. The Ottawa Agrbbments 

Background. The drive for both general tariff protection to 
British producers and tariff preferences for the fknpire has a 
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hkttorioal development traciiig back to the 1890’s. In fact, in 
1897 Canada took the fi^t practical step in the direction of pref- 
erraoes, when she granted special rates to Empire suppliers. 
Between 1903 and 1907 New Zealand, South Africa and Australia 
established preferential rates ranging from five to fifteen per cent 
for Empire products. 

Before World War I, a nxunber of the Dominions requested 
the United Kingdom to establish some form of preferential tariff 
treatment for their products. In order to grant such preferences, 
Britain would have had to permit Empire goods to enter duty free 
and to tax the imports of non-Empire goods, or to levy a small 
tariff on Empire goods and a higher one on goods from non- 
Empire sources. In those days, however, Britain was essentially 
a free-trade nation, and these requests were refused. 

During World War I, the United Kingdom established the 
McKenna duties on a relatively small number of items. Although 
originally established primarily for revenue raising purposes, 
these duties were subsequently looked upon by the affected indus- 
tries as “protection,” and they strenously objected to all attempts 
to reduce or eliminate them. The motor car industrj' was one of 
those affected. 

The finance Act of 1919 established preferences for Empire 
products on commodities then subject to import duties (McKenna 
duties). Clause 8 stated that “with a view to conferrmg a pref- 
erence in the case of Empire products, the duties of the goods 
specified shall ... be charged at reduced rates (hereinafter referred 
to as “preferential rates”) . . . where the goods are shown ... to 
have been consigned from and grown, produced or manufactured 
in the British Empire.” Subseqttently, the Key Industries Duties, 
1921, provided for import duties for a period of five years on a 
small group of commodities when imported from non-Empire 
sources, but left imports from Empire sources on the free list. 
These duties were renewed by the Finance Act of 1926. 

As a result of these developnaents, preferences were estab- 
lished for Empire suppliers of automobiles, alcoholic spirits, some 
industrial goo^, sugar and tobacco. For example, foreign auto- 
mobiles were subject to a duty of 33i per cent, while Empire 
produced automobiles were subject to a duty of only 22i per 
cent. Actually, however, this particular preference was not really 
a pr^etmee, since none of the Dominions or other parts of the 
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Emi^ them produced automobiles for export. In fact, one of the 
results of this “preference” was the establishment in Canada of 
subsidiary plants of United States automobile producers. 

In the overall, however, these preferences did not have any 
significant effects on the sources of British imports. As of Novem- 
ber, 1931, the great bulk of imports entering the United Kingdom 
were still duty free. 

During 1930 and 1931 United Kingdom and Dominion exports 
suffered heavily, as did the exports of all other major exporting 
nations. The Dominions were affected because they were essen- 
tially producers of raw materials, the prices of which were sharply 
reduced in the world’s markets. British exports, on the other hand, 
were primarily of manufactured goods, e.g. textiles, machinery, 
industrial products and other fabricated goods. The prices for 
these goods did not decline as much as the prices of raw materials, 
but foreign demand was reduced as a result of reduced purchasing 
powers and reduced demands. 

In 1931, after the formation of the “National” Government 
under Kamsey MacDonald, the United Kingdom adopted full- 
fledged tariff legislation for the first time. The Abnormal Importa- 
tions (Customs Duties) Act, 1931, and the Horticultural Products 
(Emergency Customs Duties) Act, 1931, empowered the President 
of the Board of Trade and the Minister of Agriculture and Fisheries, 
respectively, to impose duties up to 100 per cent ad valorem on a 
wide range of foreign manufactured goods and horticultural 
products, provided the Chancellor of the Exchequer concurred and 
the House of Commons subsequently approved. Empire products 
were specifically exempted. Duties of 50 per c«it were subse- 
quently imposed on a small number of commodities, including 
clothing, various textiles and radio equipment 

The Import Duties Act, 1932, enacted in the early months 
of that year provided for direct duties of 10 per cent ad valorem 
on a broad range of commodities when import^ from non-Eknpire 
sources. The rates could be increased cm the recommendation of 
a Tariff Advisory Commission which the Act created. The prod- 
ucts of the Dominions, India, Southern Rhodesia and territories 
under mandate to the Dominions were specifically exempt from 
duties until Novembw 15, 1932. After that date, their tariff 
treatment would depend on the results of the Imperial Economic 
Conference, which had already been scheduled for July 21, 1932. 
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Produots of othor parts of the Empite were exempt without time 
limitations. Shortly after the enactment of this Act, the 10 per 
ooit rate was increased for many commodities to from 15 to 33 
per cent. 

During this same period, the various parts of the Empire 
were pressing the United Kingdom to grant them prefeimioes. 
The legislation noted above gave the United Kingdom a powerful 
bargaining weapon. If the Dominions and other territories would 
grant special preferences to her exports of manufactmed goods, 
she could grant them preferences in her markets for their raw 
materials. At Ottawa, Britain’s principal efforts were directed, 
therefore, to increasing the markets for her exports. The Domin- 
ions, however, were all engaged in granting protection to their own 
manufacturing industries. The chief competitor for their own 
manufactures was the United Kingdom, except in the case of 
Canada, whose principal competitor and supplier was the United 
States. Therefore, if Britain were to grant Empire preferences, it 
was likely that she would retain the existing duties on formgn 
products and continue to permit Empire products to enter duty 
free, or impose preferential duties for Empire products, or grant 
quantitative preferences to Empire suppliers The Dominions, on 
the other hand, were more likely to increase their existing duties 
on foreign goods and to give British exports the benefits of the 
spread between the existing ones and the newly increased ones 
than to reduce the existing duties on British goods. 

The Agreements. At Ottawa the United Kingdom made five 
principal concessions.* (All Empire imports were subsequently 
given comparable preferences ) 

1. All Empire products which, at the time of the conclusion 
of the agreements, were admitted duty free would continue to be 
admitted duty free. This covered about 80 per cent of all imports 
from the Empire.* The rest would be subject to revenue duties 
or to pre-1931 protective duties. 

2. The United Kangdom agreed to impose new or revised 
duties on a specified list of goods coming from foreign countries, 
e.g. butter, various fruits, egp, wheat, linseed, unwrought copper, 
etc. 

2. Imperkil Economic CJonferencc, Agreements Concluded at Imperial 
Economic Conference, 1932, Command paper. 

8. Benham, sWleric, Great Britam Under Protection, p. 92. 
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3. The United Kingdom agreed to maintain the general 10 
per cent ad valorem duties imposed by the Import Duties Act 
and not to reduce these duties except with the consent of the 
Dominions, India, etc. 

4. The United Kingdom agreed to restrict the quantities of 
chilled and frozen beef, frozen mutton and lamb, and bacon and 
ham, to be imported from foreign coimtries. However, it reserved 
the ri^t to restrict imports of similar goods from Empire sources 
if these entered in too large quantities. This reservation was 
designed to protect domestic producers. 

5. The United Kingdom agreed to maintain specific margins 
of preference on a small number of articles from each of the 
Dominions, India, etc., and not to reduce these margins except 
with the consent of the affected Empire area. For example. 
Empire tobacco producers were guaranteed special preferences for 
ten years, and the coffee preference was increased. 

The agreement with Canada stipulated that if any country 
were to attempt by state action to frustrate the intention of pref- 
erences, imports from that country of the affected commodities 
were to be prohibited until such time as the margins of preference 
were reratablished. Canada insisted on this clause, in order to 
prevent her timber exports to the United Kingdom from being 
undersold by Russia. 

The Dominions and India agreed to the following:^ 

1. Canada. At the time of the Ottawa conference, Canada 
was appljdng a general surcharge of three per cent on all imports, 
and was converting £ sterling into Canadian dollars at a higher 
rate than that ruling in the open market.* Canada agreed to 
abolish the surcharge on British imports as soon as the finances 
of Canada would allow and to bring the official exchange rate into 
line with open-market rates. It was agreed that tariff protection 
would be given only to industries which were “reasonably assured 
of sound opportunities for success” — a very loose promise — and 
to keep tariffs sufficiently low to enable efficient British exporters 
to compete. A number of British goods were to be admitted duty 
free. Where the British already enjoyed preferential treatment, 
the margins of preference were not to be r^uced. On about two 

4. Imperial Economic Conference, op. cit., and Canada, Bureau of 
Statistics, Empire Tariff Preferences, 1932. 

6. Benh^, Frederic, Great Britain Under Protection, p. 92. 
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hundred additi<Hial items preferences for the United Kingdom 
were increased by either reducing the tariff on British goods or 
raiamg the tariff on foreign goods, or both. 

2. AuHralia. Before Ottawa, Australia had one of the high- 
est tariff schedules in the world. In addition, in 1930, the Common- 
wealth prohibited the import of some goods (generally luxury 
goods), imposed a surcharge of 50 per cent on the import of some 
other goods, and levied a general tax, known as a primage duty, 
on all imports. In July, 1931, this general tax was 10 per cent. 
At Ottawa, Australia agreed to abolish the import prohibitions 
and surcharges on British goods and to remove the primage duty 
as soon as financial conditions made it possible. (This duty was 
never completely removed. However, the Australians did provide 
for a differential in favor of the British in applying this duty.) 
Australia idso agreed to protect only thos<‘ industries which 
appeared reasonably sure of survival under competition. Prefer- 
ences on British goods were granted, the margins ranging from 
15 to 20 per cent. (In some cases the margins eventually ran as 
hi^ as 65 per cent.) This was generally done by increasing the 
tariff on foreign goods. Subsequently, Australia established a 
three-column tariff schedule — preferential, intermediate and 
general. United States exports were subject to the general rates, 
i.e. the highest rates. 

3. South Africa. Prior to Ottawa, South Africa had a rather 
moderate tariff schedule. Preferences on some commodities were 
granted to the United Kingdom and to other British territory 
which granted reciprocal treatment to South Africa, generally 
about five per cent. At Ottawa, South Africa agreed to continue 
these preferences and to grant new ones on a short list of manu- 
facture items, mostly in the iron and steel and machinery classes. 
This was done mainly by increasing the tariff on foreign goods. 
South Africa eventually established a three-column tariff schedule 
— minimum, for most British goods; intermediate; and maximum. 
Imports from the United States were stibject to the maximum 
rates. 

4. New Zealand. Before Ottawa, New Zealand had a mod- 
erate tariff schedule, but granted considerable preference to 
British goods. In addition, in 1931, the Dominion imposed a new 
and higher schedule, but still retained the British preferences, and 
imposed new surtaxes and primage duties. At Ottawa, New Zea- 
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Isnd i^^reed to abolish the surtax on British goods, to waive the 
primage duty on goods otherwise duty free as soon as financial 
circumstances made it possible to do so, and to maintain existing 
pn^erences. She made a commitmmt similar to that agreed to 
by Canada and Australia to protect only such industries as showed 
reasonable prospects of survival under competition. 

5. India. Prior to Ottawa, India had a tariff schedule under 
which rates on some goods were as high as 50 per cent. Britirii 
goods enjoyed very few preferences. At Ottawa, India agreed to 
grant the United Kingdom preferences to 10 per cent on a large 
number of manufactured goods, and 7^ per cent on automobiles, 
omnibuses, and accumulators. This agreement could be termi- 
nated on six months’ notice. 

In the years following the Ottawa conference, the Dominions 
and India signed reciprocal agreements with each other which 
extended the preferential s 3 rstem to their exports to each other. 
Similarly, other British territories also were granted, and in turn 
granted, preferences. 

Effects of the Agreements. Tables I, II and III summarize the 
shifts in Empire trade that resulted from Ottawa.* From Table I 
it appears that United Kingdom exports to Empire countries 
increased from 43.5 per cent of total British exports in 1930 to 
49.9 per cent in 1938, a difference of only 6.4 per cent. If this 
fact is considered in relation to the value of British exports, the 
percentage of shift assumes greater importance. The years 1931-38 
were years during which all exporting nations suffered, years dur- 
ing which all the major exporters had more capacity to produce 
for export than was actually exported. Thus, if it is assumed 
that the United Kingdom had the physical capacity to export 
more in value to non-Empire countries, but did not because imports 
were down, the same logic would lead to the conclusion that if 
the United Kingdom had not increased the proportion of exports 
to Empire countries, British ejqxMrts wo^d have decreased even 
more than they did. By increasng ilie ftroportion of her exports 
to the Empire, the United Kingdom, therefore, benefited by the 
preferential system, which was undoubtedly responsible, in large 

6. These figures, hoMi tfa* ^tistical Abstract for the British Empire, 

1938, vary shghtly fii|)ioihriTin»ifnp figures ^ven m the Annual Yearixmks 
of the Dominions. Benham, Frederic, Great Britain Under Protec- 

tion, pp. 256, 257, aKH. 
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meaflure, for these chaaging proportions in the direction of United 
Kingdom exports. 


TABLE I 

PltopoBnoNS or VumtD Einodom Expobto to Empibb Gottntbibb 




1927 

1930 

1931 

1982 

1934 

1935 

1937 

1938 

nI 

Canada 

4.1 

6.1 


4.6 

6.0 


5.3 

4.8 

Australia 

8.6 

6.6 


6.5 

6.6 

6.9 

7.2 

8.1 

New Zealand .... 

2.8 

3.1 

2.9 

2.8 

2.9 

3.1 

3.9 

4.1 

South Africa 

4.3 

4.6 

6.6 

6.0 

7.6 

7.9 

7.9 

8.4 

India 

12.0 

9.3 

8.3 

9.3 

9.3 


7.5 

7.7 

Irish Free State . . 

6.1 

6.0 

7.8 

7.1 

4.9 

4.7 

4.1 

4.3 

Rest of Empire . 

9.2 

9.8 

10.1 

11.1 

10.6 

11.5 

12.4 

12.5 

Total Empire 

46.1 

43.6 


45.3 

46.9 


48.3 

49.9 

Total Non-Empire 

1 

i 

53.9 

66.6 


1 54.7 

I 

1 

1 

53.1 


51.7 

50.1 


TABLE II 

Pbopobtions of United Kinodom Impobts fbou Empibb Coontbibs 



1927 

1930 

1931 

1932 

1934 

1935 

1937 

1938 

Canada 


3.6 

3.8 

6.1 

6.9 

7.4 

8.7 

8.6 

Australia 


4.4 

5.3 

6.6 

6.8 

7.2 

7.0 

7.8 

New Zealand .... 

3.8 

4.3 

4.4 

5.3 

5.5 

5.0 

4.9 

5.1 

South Africa 

1.7 

1.9 

1.5 

2.2 

1.6 

1.8 

1.7 

1.6 

India 


4.9 


4.6 

5.8 

5.4 

6.3 

6.1 

Irish Free State. . 


4.1 


3.8 

2.4 

2.5 

1 2.1 

2.5 

Rest of Empire. . . 


6.9 


6,8 

8.1 

8.3 

8.7 

8.7 

Total Empire 

30.1 

29.1 

28.7 


37.1 

ms 

39.4 


Total non-Empire 

69.9 

70.9 

71.3 


62.9 


60.6 

59.6 


It would be a mistake, however, to overemphasize the impor- 
tance of these increased proportionate exports to the Empire. 
In the first place, the principal increases were registered for 
Australia, New Zetdand, and South Africa, while decreased pro- 
portions are recorded for India, which had formerly been the 
United Kingdom’s largest Empire customer, and the Irish Free 
State. Exports to Canada remained relatively stable in percentage* 
terms. In terms of commodities, the proportion of British exports 
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TABLE ra 


TbADB or IBB EmPIBB with QBEAT BBITADr 
A. Percentage of Total Imports Coming from the United Kingdom 



1930 

1981 

1932 

1933 

1 

1934 ! 

1935 

1936 1 

1937 

1988 

Canada 

16.1 

17.4 

20.7 

24.4 

22.1 

21.2 

19.4 

18.2 

17.6 

Australia 

39.6 

40.6 

42.5 

43.4 

43.6 

41.5 

43.6 

42.1 

42.5 

New Zealand . . . . 

47.4 


49.8 

51.3 

50.4 

1^ 

49.4 

49.6 

47.9 

South Africa 

46.9 

45.5 

46.3 

mi 

48.8 

48.7 

46.3 

42.4 

43.6 

Irish Free State . . . 

mi 


76.6 

69.9 

66.7 

72.4 

53.2 

50.0 

50.5 

India 

39.2 

36.7 

37.6 

41.8 

41.1 

39.3 


31.5 

31.4 


B. Percentage of Total Exports Going to the United Kingdom 


. . 1 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

1938 

Canada 

26.7 

28.5 

36.4 

39.9 

41.5 

42.1 

42.1 

40.2 


Australia 

44.9 

50.3 

47.6 

47.7 

52.8 

49.9 

50.0 

46.1 

51.2 

New Zealand 

82.1 

89.7 

90.2 

87.3 

82.3 

84.5 

80.6 

76.0 

83.8 

South Africa 

47.9 

43.4 

42.1 

37.9 

41.1 

42.5 

40.9 

41.1 


Irish Free State .... 

92.1 

96.3 

96.1 


93.4 

91.7 

91.5 

iSQ 

92.6 

India 

23.4 

27.4 

27.8 


31.6 

31.4 

! 32.4 

<32 4 

33.7 


to Empire countries increased for iron and steel products, electrical 
machinery and apparatus, other machinery, motor cars and parts, 
cotton and woolen piece goods, and chemical drugs, but decreased 
for agricultural implements and machinery, and other metals 
and manufactures. Table IV sets forth the percentages of British 
exports of specified commodity groups to Empire countries. 

The most striking feature, however, of the results of the 
Ottawa preferences, was the sharp increase in the proportion of 
United Kingdom imports from ^e Empire (Table II). From 
1930 to 1938 these increased from 29.1 per cent to 40.4 per cent of 
total United Kingdom imports. The principal beneficiaries were 
Australia, Canada, and the smaller parts of the Empire. In this 
case, there is little question that the Dominions and most of the 
rest of the Empire benefited, especially so since the intervening 
years were years of declining raw material prices and overall world 
surpluses of most raw materials and foodstuffs. 
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TABLE IV 

PaopoBTiON OF BBmsa Expobts of Commoditt Gboups 

TO COXJKTBIIDS 


1930 1938 

% % 

Iron and Steel Products 60.8 62.8 

Agricultural Implements and Machinery 62.5 54.5 

Electrical Machinery and Apparatus 66.6 71.7 

Other Machinery 43.1 64.7 

Motor Cars and Parte 62.7 69.7 

Other Metals and Manufactures 37.5 35.5 

Yam and Thread, including Wool Tops 22.5 26.4 

Cotton Piece Goods 49.4 55.8 

Woolen Piece Goods 28.1 34.0 

Apparel, except Footwear 68.8 67.9 

Other Textiles 65.3 59.9 

Chemicals, Drugs, Dyes, etc 60.0 68.0 


SoTiroe: Statistical Abstract for the British Empire, 1938. 


For example, in 1930 United Kingdom imports of bacon and 
ham were 10.2 million cwts., of which 50 per cent came from 
Denmark, 14 per cent from the United States and about two per 
cent from Canada. In 1938, 7.5 million cwts. were imported, of 
which 45.3 per cent came from Denmark, 5.3 per cent from the 
United States, and 20 per cent from Canada. British imports of 
chilled and frozen beef in 1930 were 11.6 million cwts., of which 
72.4 per cent came from Argentina, 9.5 per cent from Uruguay, 
6.9 per cent from Australia, and 2.6 per cent from New Zealand. 
In 1938, 12.3 million cwts. were imported (the cost was less than 
the 1930 imports, which were greater in quantity) of which 60 
per cent came from Argentina, 5.7 per cent from Uruguay, 18 per 
cent from Australia, and 7.3 pet cent from New Zealand. 

There were important shifts in the sources of supply for three 
additional principal United Kingdom imports of foodstuffs: 
frozen mutton, butter and wheat. In 1930, frozen mutton imports 
totalled 6.4 cwts., of which 23.4 per cent came from Argentina, 
6.2 per cent from Uruguay, 52.5 per cent from New Zealand, and 
12 per cent from Australia. 1938 imports were 6.9 million cwts., 
of which Argentina supplied 12.9 per cent, Uruguay 2.9 per cent. 
New Zealand 53.6 per cent and Australia 27.5 per cent.^ 

With respect to the imports of meat, it is important to note 

7. Statistical Abstract for the British Empire, 1938. 
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tiiat the diversion from foreign sources to Empire sources was due 
only secondarily to tariff preferences. The prime causes of the 
changes in the sources of supply were the quantitative limitations 
that were imposed on imports from non-Empire sources, and the 
licensing system that was put into effect. These latter techniques 
were, of course, other forms of preference. 

Imports of butter in 1930 were 6.8 million cwts. Denmark 
supplied 32.3 per cent. New 2^aland 23.5 per cent, and Australia 
14.7 per cent. In 1938, when imports reached 9.5 million cwts., 
Denmark supplied 25.2 per cent. New Zealand 27.4 per cent and 
Australia 18.9 per cent.* 

The shift in supply sources in the case of wheat is shown in 
Table V. 


TABLE V 

United Kingdom Imports op Wheat 


Total Imports 104.8 million cwts. 101.6 million cwts. 

1930 1938 

Australia 25.0% 30.5% 

Canada 12.1 38.4 

British India 3.1 4.3 

United States . . . 20.0 15.5 

Argentina 14.6 5.6* 


Source Statistical Abstract for the British Empire, 1938 

British imports of non-foodstuffs did not show such notable 
shifts as imports of foodstuffs. This was due primarily to two 
factors: (1) the Empire coimtries were not, by and large, large 
exporters of manufactured goods, so that British imports of such 
goods did not indicate any great shifts from non-Empire to 
Empire countries; (2) British imports of raw materials other than 
foodstuffs before Ottawa generally came from Empire sources, 
e.g. tin, rubber, copper, manganese, jute, sisal, petroleum. This 
trend continued after Ottawa. 

There are two major effects of these shifts in the sources of 
supply of British imports which are frequently overlooked. First, 
the decreased United Kingdom imports from non-Empire sources 
reduced the amount of sterling available to these sources, and Uiub 
reduced their alnlity to purchase British goods. In this sense, 
British exports cannot be said to have benefited from the Empire 

8. Ibid. 
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preleiwce structure; they were simply redirected, not increased. 
In fact, it may be said that this re-direction tended to decrease 
British exports because some of the additional sterling thus made 
available to the Empire sometimes was used to amortise debts 
and to repurchase Biitish-held investmmts in Empire, whereas if 
this same amoimt of sterling had been available to non-Empire 
coimtries, it would, it is likely, have been used to purchase ac- 
tional British goods. 

Second, if Table I on the proportions of United Kingdom 
exports to Empire countries is examined in connection with 
Table III, part A, on percentages of total imports of Eknpire 
countries coming from the United Kingdom, it will be noted that, 
although the United Kingdom increased the proporti<His of her 
e}q>orts to the Empire, the principal Empire importers did not 
increase the proportions of their imports from the United King- 
dom. In fact. South Africa, India and the Irish Free State de- 
creased the percentages of their imports coming from the United 
Kingdom and only Australia registered any appreciable increase. 
This indicated two things; first, that the greatest benefits of the 
Empire preference structure were gained by the Donainions in the 
form of increased proportionate exports to the United Kingdom at 
a time whm the world’s raw materials and food markets we^e 
very low; second, that the United Kingdom was becoming more 
dependent on the Empire for markets, while at the same time the 
dependence of the Empire on the United Kingdom as a source of 
supply was actually diminishing. In other words, the direction of 
British exports was becoming less flexible, while the Dominions 
and India were acquiring greater flexibility in choosing their sources 
of supply. The latter was the exact opposite of what the British 
had int^ded to accomplish at Ottawa. 

II 

Effects of Impebial Prefebences on the United States 

Ibere are a number of factors which should be considered in 
any evaluation of the effects of the British Imperial preference 
systan on Anglo-American trade, or on United States trade witb 
other parts of the Empire. This is due to the fact that the diifts 
in United Kingdmn sources of supply cannot be said to have been 
caused by the preferential structure alone. In the first place, 
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sli^t, and in some cases, majm: shifts of sources of supply have 
occurred in the past without the intervention of prefeimceB. Fot 
example, technological changes have had v^ vital effects on the 
direction of trade. Secondly, the worldwide economic depression 
in the 'thirties had sharp effects on the distribution of United 
States exports even to those areas where tariff preferences were 
absent, lliirdly, in the period that followed Ottawa, British 
lending to, and investments in, non-Emp^ countries virtually 
ceased, whereas lending to and investments in the Empire con- 
tinued. Fourthly, exchange rate fluctuations during the 'thirties, 
including the devaluation of the pound sterling in September, 1931, 
and the subsequent devaluation of the dollar in 1934, generally 
worked to the advantage of the British — in this context — and 
thus provided British exporters with a competitive advantage over 
their American confreres. 

Another fact which tended to limit the effects of the Ottawa 
agreements on the United States was that United States exports 
to the British market did not — with certain exceptions — com- 
pete with British imports from Empire sources. These exceptions 
were in foodstuffs, tobacco, and timber. The various parts of the 
Empire were not, generally speaking, exporters of manufactured 
products which competed with United States exports; in other 
cases they exported commodities which did not compete with the 
United States, e.g. rubber, tin, tea, cocoa. However, there is some 
evidence to indicate that the Dominions took advantage of prefer- 
ences to try to build up industries. This was particularly true of 
Canada, which obtained much of the capital for these develop- 
ments from the United States. 

Finally, it must be noted that concepts of curtailment and 
impairment of trade vary. Some United States exporters argue 
that the extent of curtailment of United States exports to Empire 
markets is best measured by actual trade statistics. Others main- 
tain that the Imperial preference system, by placing United States 
exports at a competitive disadvantage, curtailed potential exports, 
and thereby did severe damage to United States foreign trade. 
There is some logic in this last contention. However, since the 
curtailment of these potential exports cannot be measured with 
any exactness or even probability, it is necessary for purposes of 
evaluation to analyze the actual trade statistics. 

United Kingdom. Available statistics indicate that in the 
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overall the proportion of United States exports to the United 
Kingdom after Ottawa did not vary very sharply from pre- 
Ottawa exports. Table VI gives total United States exports from 
1926-38 and the proportions of these exports imported by the 
United Kingdom. These figures lead to the conclusion that the 
United States exported roughly the same proportion of total 
e^^orts to the United Kingdom after Ottawa as before. 

TABLE VI 

Total United States Exports and Proportion to the United Eznodoii 

1926-1838 


Year (t million) to the United Kingdom 


1926-1930 4 , 773.3 17.6 

1931-1935 2 , 025.2 18.4 

1936 2 , 456.0 17.8 

1937 3 , 349.2 16.0 

1938 3 , 094.4 16.8 


Source: Statistical Abstract of the Umted States, 1944. 

TABLE VII 

Proportion of United Kingdom Imports prom Empire Countries, 
Non-Empire Countries, and United States 

Per Cent Per Cent Per Cent 


Year Empire Non-Empire Uuit^ States 


1927 30.1 69.9 17.3 

1930 29.1 70.9 16.0 

1931 28.7 71.3 12.2 

1932 35.4 64.6 12.0 

1934 37.1 62.9 11.2 

1935 37.6 62.4 11.5 

1937 39.4 60.6 11.1 

1938 40.4 69.6 14.0 


Source: Statistical Abstract for the British Empire, 1938. 


The United Kingdom, however, decreased the percentage of 
its imports coming from the United States in the years following 
Ottawa, This is shown in Table VII. It will be noted that the 
decline in the percentage of United Kingdom imports from the 
United States began even before Ottawa. Further, despite the 
continued decline in the total proportions of United Eangdom 
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imports supplied by nou’Empiie countries, the 'Oiiited States 
maintiuned its ratio of United lUngdom imports, and even ineresasd 
it in 1938. 

Ham. It has already been indicated that the principal 
competition from Empire countries for United States exports 
in the United Kingdom market affected foodstuffs, tobacco, 
and timber. In the case of meats, the diversions in sources 
of supply were accomplished not so much by the new prefer- 
ences as by the quantitative limitations that were imposed on 
imports from non-Empire countries, including the United 
States. Ham was the principally affected United States meat 
export. In this case, therefore, the United States bent its 
efforts to getting the British to agree to modify the percent- 
age of total imports from non-Empire sources that could be 
supplied by the United States. This involved breaking down 
the old British classifications, which grouped bacon and ham 
together, and getting a larger quota established for United 
States exports of ham. This was accomplished in 1938. 

Wheat. Wheat and fruits were the other major food- 
stuffs affected by the Ottawa agreements. In the case of 

TABLE VIII 

Unttsd Kinodom WaiiAT Imposts and Pbrckntages 
raoM Empibx Coxtntbies and United States 


Year 

Total 

Bntish Imports 
(000 bushels) 

Per Cent 

from Umted States 

Per Cent 
from Empire 

\m 

206,147 

32.3 

47.1 

1928 

193,344 

22.8 

51.0 

1929 

208,632 

19.9 

36.0 

1930 

195,580 

20.1 

40.5 

1931 

222,915 

9.4 

42.6 

1932 

197,189 

4.4 

67.2 

1933 

209,767 

» 

67.0 

1934 

191,567 

0.1 

56.1 

1935 

188.955 

0.6 

54.1 

1936 

188,108 

* 

83.7 

1937 

180,803 

3.6 

65.4 

1938 

189,703 

15.6 

63.2 


* Leas than 0.Q9 per eent. 

Sources* Annual Btatementa of the Trade of the United Kingdom; Accounts Relating 
to Trade and Navigation ol the United Kingdom* August* 193Q. Quoted in Kreider* C. J.* 
The Anglo- Ameiiean Trade Agreement* p. 93. 
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tdteat, United States everts to the United Kingdom shrank 
to almost nothing from 1933 throu^ 1936 (Table It 

should be noted that there were severe droughts in. the United 
States in 1934 and 1936, and that the wheat crop of 193S was 
smaller than usual. This reduced the ability of the United 
States to export any substantial quantities. Furtber, the 
principal Empire competitor in the United Kingdom market 
was Canada. This was, and is, because Canada is the only 
Empire producer and exporter of hard wheat, the same type 
exported by the United States. Subsequently, under the terms 
of the Anglo-American Trade Agreement, 1938, the United 
Kingdom preference for Empire wheat was abolished. 

Fruits. The principal concessions made by the United 
Kingdom at Ottawa on fruits were the establishment or modi- 
fications of preferences on fresh apples and pears, canned 
fruit salad, pineapples and grapefruits. Of these, the most 
important from the United States point of view was fresh 
apples, of which the United Kingdom imports from the 
United States in 1929 were valued at almost $20 million. In 
the five years preceding Ottawa, the United States had sup- 
plied from 36.2 per cent to 62.1 per cent of total British 
imports, with Empire countries supplying almost all of the 
balance. As in the case of wheat, the principal Empire com- 
petitor of the United States was Canada. Australia and New 
Zealand were the other Empire suppliers, but the growing and 
shipping seasons in these Dominions are different from the 
growing and shipping seasons in the United States and Canada. 
After Ottawa, the share of United Kingdom imports from the 
United States declined to 18.3 per cent in 1933, rose to 31.8 
per cent in 1935, and then declined again to 22.1 per cent in 
1938. The An^o-American Trade Agreement reduced the 
preference by reducing the specific tariff rates applicable to 
imports from the United States. 

With respect to citrus fruits. United States exports to the 
United Kingdom of oranges and grapefruits fell sharply after 
Ottawa. In the case of oranges, however, the principid United 
States competitors were not Empire sources, but -rather Spain 
and Brasil. In the case of grapefruits, the United States’ 
share of total British imports fell from 87 per cent in 1927 to 
23 per cent in 1936. Part of this decline was probably due to 
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the preference granted South Africa and the British West 
Indies, but the most important reason was the tremendous 
growth of Palestine as an exporter to the United Kingdom. 
Palestine, it may be noted, did not receive any preferences. 

Tobacco. In the five years prior to Ottawa, the United 
States supplied from 78.9 per cent to 85.6 per cent of total 
United I^gdom imports of unmanufactured tobacco. At 
Ottawa the United Kingdom agreed not to reduce the margin 
of Empire preferences for ten years, except with the agree- 
ment of the Empire countries affected. The tariff rates applied 
to imports from both non-Empire and Empire sources were 
very high, ranging from 9s. 6d. to lOs. 6Hd. per pound from 
non-Empire sources, with Empire soiuces getting a prefer- 
ential margin of about two shillings per pound. (From 1934 
to 1938 the pound sterling-dollar rate fiuctuated from $4,889 
to $5,039.) However, even after Ottawa the British consumer 
continued to prefer United States tobacco (Table IX). 

TABLE IX 

UNiTEiD Kingdom Tobacco Impobts and Pbbcbntaobb 
iBOM Empibb Cocntbies and United States 


Year 

Total 

British Imports 
(1,000 pounds) 

Per Cent 

from XJmted States 

Per Cent 
from Empire 

1927 

222,265 

79.8 

18.4 

1928 

217,785 

78.9 

19,8 

1929 

240,026 

85.6 

13.1 

1930 

237,028 

83.4 

14.9 

1931 

194,046 


17.7 

1932 

174,912 

71.6 

27.3 

1933 

211,108 

75.7 

23.3 

1934 

238,875 

79.1 

19.9 

1935 

251,620 


17.9 

1936 


78.8 

19.4 

1937 

267,460 


21.4 

1938 . . . 

344,858 

74.4 

24.0 


Sources Aunual Statement of Trade and XJmted Kingdom, 1931, 1934, 1937; 
Accounts Relating to Trade and NaTigation of XJmted Kingdom, August, 1939. 
Quoted in Kneder, C J , The Ani^o-Amenoan Trade Agreement, p. 101. 


Although the United States endeavored to get the British 
to reduce the preferential margin, the British could not do so 
because of the commitment made at Ottawa not to lower the 
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mar|^ of preferanoe for tea years. Southern Rhodesia, which 
was the principal Empire country affected, refused to agree 
to a lowering of the pr^erential margin. 

Timber. At Ottawa, the British agreed to permit Cana- 
dian exports of timber to fhe United Kingdom to enter duty 
free and to establish a 10 per cent duty on foreign timbers 
“of all kinds imported into the United Kingdom,” when such 
timbers were also imported in substantial quantities from 
Canada. The rate on foreign timbers could not be reduced, 
except with the consent of the Canadian Government. Since 
most of the timber imported into the United Kingdom from 
Canada was Douglas fir, this provision directly affected United 
States exports to the United Kingdom, because the principal 
United States export was also Douglas fir. 

After Ottawa, United States exports of timber to the 
United Kingdom declined sharply, while Canadian exports 
increased very substantially (Table X). Finland, which was 
the major supplier before Ottawa, continued to be the major 
supplier. While there is some question as to whether the 
preferential margin was wholly responsible for the decline in 
United States exports and the increase in Canadian exports, 
there is little doubt that it was a major factor in this develop- 
m^t. 


TABLE X 


United Exnodok Impobtb or Sawn and Planed Softwoods 



(1,000 standards) 




Total 


Imports from 
Canada 


Year 

Umted Kingdom 
Imports 

Imports from 
United States 

Inmorts from 
Finland 

1929 

1,915 

112 

80 

493 

1930 

1,790 

128 

83 

889 

1931 

1,602 

80 

65 

376 

1932 

1,538 

43 

77 

386 

1933 

1,997 

48 

207 

667 

1934 

2,338 

43 

410 

636 

1936 

2,124 

44 

330 

630 

1936 

2,621 

46 

449 

661 

1937 

2,670 

67 

491 

684 

1938 .... 

1,985 

36 

457 

470 


Source. Compiled from data gathered by William Brandt’s Sons ^ Co , Timber 
Department. "Apprommate Statistics Exports and Imports of Sawn and Planed Soft- 
woods” 193S and 1988 Quoted in Kreider. C J , The Anglo-Amemcan Trade Agree- 
ment, p. 96. 
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During the disouEBions on the Anglo-American Trade 
Agreement, United States negotiators tried to get the United 
Kingdom to agree to lower the margin on Douglas fir. After 
much discussion, the British agreed to rearrange their tariff 
classifications, but they made no clear-cut concessions. 

Canada. Canada first introduced preferences for imports 
from the United Kingdom in 1897. This preference was extended 
from time to time to other parts of the Empire and to reciprocating 
Dominions. After Ottawa the system became generally applicable, 
by agreements, with almost all parts of the Empire. 

In 1935, three years after Ottawa, Canada signed a Trade 
Agreement with the United States which had the effect of sub- 
stantially narrowing the preferential margins established at 
Ottawa. Then, in 1938, a new and much more comprehensive 
agreement was signed. Under this agreement the United States 
granted Canada concessions on 202 items and sub-items covering 
83 per cent of Canadian exports to the United States in 1937. 
On 107 of these items, the United States made the maximum reduc- 
tion of 50 per cent allowed under the Trade Agreements Act. Of 
the remaining items, 58 were accorded reductions ranging from 
10 to 50 per cent, five were assured of continuance of the existing 
duties, and 32 were assured of continuance of entry free of duty. 
The principal Canadian products affected were lumber, shingles, 
horses, cattle, dairy products, hog products, potatoes, fish, certain 
grains, poultry, pulp and paper, metals, non-metallic minerals, and 
some manufactured goods. In return, Canada made concessions 
to the United States on 447 tariff items and sub-items, covering 
57 per cent of total Canadian imports from the United States in 
1937. Reductions were made on 283 items, and assurances were 
given that existing rates on 146 addition^ items would not be 
increased. Canada also agreed to remove the special excise tax of 
three per cent then being levied on all of these items. The Agree- 
ment contained safeguarding clauses as to quantitative restric- 
tions, customs vduation, variations in rates of exchange, and 
preventing the “principal benefit of a concession going to a third 
country.” Both countries agreed to extend unconditiond most- 
favored-nation tareatmeot to each other, but with reservations for 
Canadian Eknpire {oefOTences and the United States preferences 
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to Cuba, the Philippine Islands and the Panama Canal Zone.* 

As a result of these agreements, the preferential margins 
agreed to by Canada at Ottawa were sharply reduced. Thus, at 
the outbreak of the war in ld39, about 40 per cent of total Canadian 
imports consisted of articles free of duty from all coimtri^. About 
one per cent consisted of articles which were dutiable from both 
British and non-British countries, but without preference. Approx- 
imately 60 per cent of all imports were subject to preferential 
treatment of one kind or another. 

Of the 60 per cent of total imports which were subject to pref- 
erential treatment, approximately two-fifths of those from British 
countries consisted of commodities which were free of duty wh^ 
imported from British countries but dutiable when imported from 
other sources. Including those commodities which came in duty- 
free from British countries, but not including commodities which 
were free of duty from all countries, the preferential rates averaged 
about two-fifths of the non-preferential rates. In 1639, when the 
average rate for United States goods was about 23 per cent, the 
average rate for British goods was about 9.5 per cent. 

Immediately after Ottawa, the share of the United States in 
total Canadian imports decreased from the 1920-29 levels, while 
the share of the United Eongdom and other British coimtries 
increased. After the signing of the Trade Agreements, however, 
the share of the United States tended to increase, that of the United 
Kingdom to decrease. The share of other Empire countries 
increased in both cases. This is evident in Table XI. 

An important consideration in analyzing the effects of the 
Ottawa preferences on United States exports to Canada is the 
composition of United States and United Kingdom exports to 
Canada. In the first place, many imports from the United States 
ento* Canada duty-free. These are raw materials and foodstuffs 
which the United Kingdom does not export. Second, Canadian 
consumers continued to look to the United States for supplies 
because of the proximity of the supply source, the similarity of 
requirements, and the fact that many Canadian producers who 
imported parts and semi-finished items were subsidiaries of United 
States companies. Third, the period immediately after Ottawa 
was a period of great flexibility of exchange rates arid prices, due 
to the devaluation of the pound sterling in September, 1^1, and 

9. Canada Yearbook, 1040, pp. 492-408. 
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TABLE XI 


Sbaeb or UNinn> Staxbb, Unubd EmoDOM Asrs Othbb Emfibb Coumtbibb 
at Canadian Imports 


Yesr 

Total Canadian 
Imports 
($ million 
Canadian) 

Per Cent 
from 

Umted States 

Per Cent 
from 

Umted Kmgdom 

Per Cent 
from 

other Empire 
Countries 

Per Cent 
from 

all Empire 
Cduntries 

1922 

MB 

69.0 

16.7 

4.3 

20.0 

1926 


65.6 

17.6 

4.9 

22.6 

1929 

1,266.7 

68.6 

15.3 

6.0 

20.3 

1930 

1,248.3 

67.9 

16.2 

6.1 

20.3 

1933 

406.4 

67.2 

21.3 

8.3 

29.6 

1934 

433.8 

64.9 

24.2 

8.2 

32.4 

1937 

671.9 

68.6 

19.3 

10.2 

29.5 

1938 

799.1 

61.0 

18.2 

11.0 

29.2 


Source. The Canada Year Book, 1040, pp 613, 516, 526 


the subsequent devaluation of the United States dollar in 1934. 
United States prices, even after devaluation, were in many instances 
much higher than comparable Empire quoted prices. This prob- 
ably induced some shifts from United States to Empire sources, 
fourth, after Ottawa, many United States producers circumvented 
the intent of the preference system by building plats iil Canada. 
This had the dual effect of (1) decreasing United States exports to 
Canada, and (2) giving the Canadian subsidiaries the benefit of 
preferences in other Empire markets. 'Phis, in turn, tended to 
increase Canada’s share of Empire imports and to decrease the 
share of the United States. 

As a rough average, it may be said that Canadian imports 
from the United States after Ottawa were divided as follows: 
30 per cent raw materials (including unprocessed food), six per 
cent partly manufactured commodities, and about 64 per cent fully 
manufactured goods. The comparable percentages for the United 
Kingdom were about 8.5 per cent, 10 per cent, and 81.5 per cent. 
The percentages for other Empire countries were 35.0 per cent, 
37 per cent and 28 per cent, respectively. However, the Empire 
countries’ (other than the United Kingdom) exports of raw mate- 
rials and semi-finished products to Canada were generally of prod- 
ucts which did not compete with United States exports, e.g. rubber, 
tin, jute, cocoa, etc. It is particularly interesting to note that 
before 1^0 Canada used to import tin and rubber via the United 
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States, aod that the increased proportion of imports from Empire 
oountries after Ottawa was partially due to the fact that after 
1630 these products enter Canada directly from the producing 
areas. This was an additional reason for the declining share of 
tile United States in Canadian imports immediately alter Ottawa. 

It is likely, however, that preferences did play a rAle in the 
declining share of the United States in Canadian imports of raisins, 
some cotton textiles, and chemical products. In the overall, how- 
ever, other reasons, as already noted, contributed more to this 
declining share than did preferences, particularly after the Trade 
Agreements were signed in 1935 and 1638. In fact, it may be said 
that the principal effects of Imperial preferences on United States 
exports, insofar as they concerned Canada, came from the benefits 
Canada gained as against the United States in other Empire 
countries, particularly in the United Kingdom. These advantages 
have already been described in the section on the United Elingdom. 

Aiistralia. In 1932 Britain and Australia extended prefer- 
ential treatment for the other’s produce: Britain guaranteed to 
Australia for three years (later extended) free entry of a number 
of specified commodities, and preferential treatment on others; 
Australia granted to the United Kingdom preferential treatmmt 
on a wide range of commodities, provided these commodities would 
not compete with domestically produced merchandise. It was 
further provided that the benefits of the British Preferential Tariff 
could be extended wholly or in part to any British non-governing 
colony, protectorate or mandate — but not to the Dominions. 
Imports from all other areas were made subject to a general tariff 
which ranged from 50 to 75 per cent more than the tariff imposed 
on British merchandise. 

In 1936 this system was revised, in order to include a third 
tariff schedule — the Intermediate Tariff. The purpose of this, 
said the Minister for Trade and Customs, was to provide “a con- 
venient avenue for expressing the level of duties which the Gov- 
ernment propose should form the basis of trade treaties. The 
rates proposed under the protective items of the Intermediate 
Tariff express, in every case, a protective level for Australian 
industry, as well as preserving the margins required under the 
Ottawa Agreement.”^ Three gradations of tariff schedules were 
thus provided for. Significantly, the merchandise of the United 

1. Official Yearbook of the Commonwealth of Australia, 1940, p. 239. 
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States and Japan — except for cotton piece goods and aitifioial 
silk — were placed on the hipest tariff schedule. 

In addition, in 1936, Australia instituted a “Trade Diversion 
Plan.” This plan had as its aims:* 

1. An improvanent in the Ausb’alian defense positions as a 
result of further development of secondary industry, particularly 
iron, steel tmd engineering, and complete motor car ooDstruotion 
in Australia. (This last aim was never achieved.) 

2. An improvement in the Australian financial position, since 
an improved trade balance was expected to facilitate the paymort 
of Australia’s overseas interest and dividend bill. 

3. To improve the Australian bargaining position in the 
United Kingdom. 

4. To increase exports of primary products. 

It was intended that imports would be obtained from those 
countries which were good customers of Australia and which, it 
was hoped, would become even better customers as Australia 
increased her purchases from them. The Commonwealth Govern- 
ment proposed to accomplish this program in two ways? 

1. Adoption of a special licensing system over a carefully 
selected range of imports. 

2. Imposition of hi^er duties whore this course appeared 
more desirable. 

All British goods except motor car chassis were exempt from 
the license restrictions. In actrial operation, however, licenses 
were granted freely to those coimtries, whether Australia had a 
favorable or unfavorable balance with them, where the conditions 
of trade were satisfactory to Australia. 

The implementation of this plan resulted in a series of license 
restrictions which, because of the commodities affected, seemed 
particularly directed against United States exports to Australia. 
This country retaliated — under the provisions of the Trade 
Agreements Act, 1934 — and withdrew the mos1>-favored-nation 
treatment previously accorded to the Commonwealth. 

In the face of the restrictive measures. United States imports 
from Australia, excluding gold, fell from £8tg.8,727,000 in 1936-37 
to £8tg.2,696,000 in 1937-38, from 7.36 per cent to 2.39 per CMit 

2. Ibid., p. 762, Harris, H. L , Australia’s National Interests and National 
Policy, p. 100. 

3. Official Yearbook of the Commonwealth of Australia, 1040, p. 762. 
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xd AmlMliMai eiiqxats. However, ITnited States exports to Aus- 
tralia increoMd from £stg. 12,959,1^9 to £stg.l7,768,684, from 14.64 
put oeUt to 16.26 per cent of total Australian imports. This was 
primarily due to the nature of the United States exports. 

Diuing the 1930's the principal United States exports to 
Australia were motor-power machinery, machine tools, metal 
working machinery and other producer goods, motor car chassis 
and parts (as a devdopment of assembly plants in Australia), 
chemicals and drugs, and certain raw materials in which Australia 
had a complete or near complete deficiency, and in which the 
United States had a dominant export position — cotton, sulphur, 
aluminum, lubricating oil, tobacco. Very few manufactured or 
consumer items were normally imported from the United States. 
Of these, the principal items were paper and stationery, films, 
some apparel and textiles, office machinery, and optical, surgical 
and scientific instruments. Britain generally supplied the bulk 
of Australia’s import requirements for these consumer goods. 
British-American competition in Australia’s import markets was, 
during this decade, principally confined to drugs and chemicals, 
machinery, and motor vehicle chassis and parts. 

In the capital goods field, Great Britain supplied about 52 
per cent (1938-39) of total Australian imports of metals, metals 
manufactures and machinery, as compared with the 19.8 per cent 
supplied by the United States. In drugs and chemicals, the United 
States supplied almost 18 per cent, as compared with 40.8 per cent 
from the United Kingdom. There is reason to believe that, had 
Australia not granted Empire preferences and attempted the trade 
diversion plan. United States exports of these products would have 
constituted a larger share of Australia’s imports. 

In one other product — sbftwood timbers — there is some 
evidence to indicate that United States exporters lost part of their 
market in Australia. In this case, Canada was the beneficiary. 

Subsequently, in the summer of 1943, the Australian Govern^- 
ment decided to apply the Intermediate Tariff rates on United 
States merchandise. 

New Zealand. New Zealand first introduced Imperial pref- 
erences in 1903. At first only a few items of Empire origin were 
benefited, but in 1907, 1921, 1927, 1930 and 1934 the'coven^ was 
widened considerably. At Ottawa, New Zealand agreed to pre- 
serve the existing margin of prefeimce on United Kingdom goods 
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when the of prrfmenoe did not exceed 20 per cent, and 

where the margin exceeded 20 p^ cent not to reduce it bdow 20 
per cent without the consent of the United Kingdom Government. 

The range of prefeimce may be better understood by analysis 
of the rates applied to all imports in 1938. In that year 23 per cent 
of total imports were admitted duty-free from all sources, while 
eight per cent were dutiable at equal rates from both British and 
non-British sources. This left 69 per cent of total imports subject 
to preference.* 

It should also be noted that in 1938 New Zealand instituted 
both import and exchange control. The reasons were to “ensure 
that after overseas debt conomitments have been met from the 
sterling funds, the maximum fxmds will be provided for the impor- 
tation of essential commodities, with particular regard to the needs 
of primary and industrial production in the Dominion.”* 


TABLE XII 

Pbopobtions of New Zeajand’s Impobt Soubces of Supply 
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countries went to Australia. (4) Most of the decline in tibe share of 
the non-Empire countries was suffered by the United States. 
(5) Despite the declining share of all non-Empire countries, the 
Netherlwds East Indies and Japan increased their share of the 
New Zealand market. 

The decline of the United States share was due primarily to 
the decline in New Zealand’s imports of American motor vehicles 
and petroleiun products. With respect to motor vehicles, the 
United Kingdom first benefited, but in the latter half of the 
’thirties Canada gained most of the former United States share. 
Canadian exports were, it may be noted, from branch plants and 
subsidiaries of the major United States producers. The petroleum 
products trade was lost to the Netherlands East Indies. In addi- 
tion to preference, other factors contributing to the overall decline 
of the United States sluire of the New Zealand market were 
according to official New Zealand statements, “the high rate of 
exchange against New Zealand, particularly before the United 
States currency measures of 1933 and 1934, and in 1939 the policy 
of import control.”* 

The sharp rise in the Australian share of the New Zealand 
market is officially explained by the New Zealand Government as 
having been caused by a number of factors completely uncon- 
nected with the preference system. Significantly, almost all of 
this gain was at the expense of the United Kingdom. The growth 
of the iron and steel industry in Australia enabled the Common- 
wealth “to compete effectively in the New Zealand market with the 
manufactured products of the older countries.” ^ The compara- 
tive nearness of Australia to New Zealand is a very strong factor 
operating to the benefit of Australian firms in the New Zealand 
import market, as are the closeness of personal contact possible 
between importers and the Australian manufacturers, the short 
period required for delivery of goods, and the intimate knowledge 
of New ^aland requirements, all acting strongly to the mutual 
advant^e of the Australian exporter and the New Zealand buyer. 
Moreover, the New Zealand market presents a very strong attrac- 
tion to Australian firms, since the potential demand in that country 
is of sufficient size to represent a very profitable addition to the 
home market. This stimulus does not act with anything like com- 

6. Ibid., p. 231. 

7. Ibid., p. 233. 
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parable force in the case ci United Kingdom and continental 
manufacturers. 

Sovth Africa. Prior to Ottawa, South Africa extended prrf- 
emitial treatment to the United Kingdom and to any Dominicm, 
colony or possession that granted reciprocal treatmrait to South 
Africa. Although the tariff schedule was in three columns, mini- 
mum (preferential), intermediate (applicable to most-favored- 
nations) and maximiun (to all other countries), the preferentifd 
spread was not very great. 

At Ottawa, South Africa signed agreements giving preferences 
to the United Kingdom, Canada and Eire. Although no specific 
agreement was signed with New Zealand, certain New Zealand 
produce was given the benefit of preferential rates. None of these 
rates, however, provided for a substantial preferential margin. 

In addition. South Africa had specific anti-dumping duties 
covering not only f.o.b. costs, but also frei^t and exchange 
dumping. The last covered depreciated currencies. These anti- 
dumping duties applied to specific commodities and to specific 
sources of supply. In 1940 the United States, United Eangdom 
and Canada were among the countries to which anti-dumping 
duties were applied for specific commodities. Such .duties were 
applied against the United States for rubber hose, wheelbarrows, 
glucose, piping and tubing, hauling and hoisting chains, and 
pneumatic tubes and tires. In the case of the United Kingdom, 
anti-dumping duties were applied on cement, rubber hose, piping 
and tubing, rope, coal-burning stoves and pneumatic tubes and 
tires. Canada was covered for cement, rubber hose, piping and 
tubing, hauling and hoisting chains and pneumatic tubes and tires. 

As shown in Table XIII, the Empire as a whole and the United 
Kingdom in particular supplied a declining share of total South 
African imports during the 'thirties. On the other hand, ncm- 
Empire countries, and in particular the United States, provided 
an increasing share of South African imports. These figures lead 
to the conclusions (1) that the preferences granted to United 
Emgdom and the other Empire countries had no effect at all in 
shifting South Africa’s sources of supply, the exact opposite <rf 
what the United Kingdom had intended to accomplish at Ottawa 
having occurred; and (2) that the preference structure had no ill 
effects on United States exports to South Africa. 
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TABLE XIII 

Pbopobtions of United Kingdom, Empibe Codntbieg 
AND United States in South African Imports 



1930-84 

Yearly Average 

1935-39 
Yearly Average 

Total Imports 

£SA 52,658,362 

£SA 90,312,565 

Feat Cent United Kingdom 

47.6 

42.0 

Per Cent All Empire Coimtries 

58.0 

54.3 

Per Cent United States 

14.4 

18.5 

Per Cent All Non-Empire Countries. , 

42.0 

45.7 


Source Official Yearbook of the Union of South Africa, 1941, p 921 


India. The effects of the granting by India of preferential 
treatment to the United Kingdom and to other Empire coimtries 
were analyzed by the United States Department of Commerce in 
1939 in the following terms:® 

Provisions of the Ottawa Agreement affected about 56 per cent of India's 
normal imports from the United States, although in most instances it cannot 
be said that the effects have been seriously damaging. For example: in auto-* 
mobile imports, British preferences were raised from 38 to 45 per cent, with 
— in comparison with other factors — but httle effect on sales of Aimerican 
automobiles; on machinery and millwork from the United States, preferences 
accorded Empire countries have had little or no effect, exchange rates being 
the only difficulties encountered in that field; on iron and steel products, cor- 
rugated culverts and some other lines were not affected, but other galvanized 
sheets felt the application of the increased duty; on tubes, pipes and fittings, 
however, the 10 per cent preferences given to Empire products offered serious 
competition to American business in these lines. 

Although the Ottawa Agreements appeared satisfactory to 
Indian business men immediately after their signing, much advorse 
criticism was heard in the late ’thirties. Indian e^orters main- 
tained that exports to Empire coimtries did not expand as had 
been expected, and that preferences accorded Empire products in 
the Indian market built up prejudice in non-E^pire countries 
against Indian products. 

It is significant that despite preferential treatment, the United 
Kingdom’s share in Indian imports declined from 45 per cent in 

8. United States Department of Commerce, Xhe United States in India’s 
Trade CDade Promotion Sc^ No. 200), p. 68. 
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1928-29 to 38 per cent in 1936-37. (In 1937 Burma was separated 
frmn India and trade between these areas was hencdbrth rec<Hrded 
as exports and imports. This throws the 1937-38 and subsequent 
import percentages out of line.) The United States provided seven 
per cent of Indian imports in 1928-29 and six per cent in 1936~37. 
Significantly, the greatest gains in the Indian market were made 
by two non-Empire countries, Japan and Germany. In 1928-29 
these two coimtries supplied seven and six per cent, respectively, 
of total Indian imports; in 1936-37, the corresponding figures were 
17 and 10 per cent. 


III. Conclusions 

1. The S3rBtem of Empire preferences built up by the British 
at Ottawa did not have the results desired by the British. While 
these preferences contributed to increasing the share of United 
Kingdom exports to Empire markets, they did not increase to any 
substantial extent the proportions of Dominion and Indian imports 
from the United Kingdom. In fact, the United Kingdom share of 
the Indian and South African markets decreased sharply. The 
trend in New Zealand also showed a progressive decline, while in 
Australia and Canada the shares remained relatively -stable or 
increased slightly. Thus, while the United Kingdom was becoming 
more dependent on the Empire as a market, the principal Empire 
markets were becoming less dependent on the United Kingdom as 
a source of supply. 

2. The greatest benefits of the preference system were gained 
by Canada and Australia in the form of their increased share of 
the United Kingdom market. However, other Empire exporters 
of raw materials and foodstuffs were also benefited, in that they 
maintained or increased their exports to the United Kingdom at 
a time of declining world demand and prices for the products they 
had available for export. 

3. The United States was not greatly injured by the Imperial 
preference system. Only a few products were affected: bacon, 
tobacco, timber, and fruits to the United Kingdom; prunes, some 
textiles and chemicals to Canada; timber to Australia; motor cars 
to New Zealand. Despite the preference structure, the United 
States maintained its overall share of the United Kingdom and 
Indian markets, increased its share in the South African and 
Australian markets. It lost ground in the New Zealand market, 
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the smallest of the major Empire markets. The total share of the 
United States in the Canadian market also decreased slightly, but 
this was probably due more to other factors than to preferences. 

4. The fact that the United Kingdom increased the share of 
imports from the Empire may actually have had a depressing effect 
on British exports to non-Empire markets. This shift in trade put 
more sterling in the hands of Empire countries, some of which 
was used to repay debts and to repurchase British-held Dominion 
and Indian securities and investments. Had a similar amoimt of 
sterling been made available to non-Empire countries, it is quite 
likely that it would have been spent for purchases from the United 
Kingdom. 

5. The preference system could aid the United Kingdom and 
other parts of the Empire — if at all — only during a period of 
declining world trade and depressed raw material and foodstuff 
prices. In a period of rising world trade, such as is now hoped for, 
the preference system would actually be a hindrance to greater 
participation of the United Kingdom and other Empire countries. 
It would prevent them from getting the full benefits of increasing 
technological efficiency of non-Empire countries and of a freer 
multilateral system of trade. It is to the United Kingdom's and 
the Empire^s advantage, therefore, to seek an expansion of world 
trade, a lowering of general tariff levels, and a removal of discrimi- 
natory trade practices, including preferences. 

6. The Ignited Kingdom's current international financial posi- 
tion is such that any attempt to increase Empire trade solely on 
a basis of preferences might be self-defeating. It might prevent an 
expansion of British trade with non-Empire countries at a time 
when Britain is urgently in need of non-Empire currencies and 
means of financing reconstruction. 

7. There are, however, many additional factors to be taken 
into account in any evaluation of the United Kingdom's current 
trade and international financial positions. These include her 
actual capacity to produce for export, the availability of dollar 
markets for her own and the exports of other British countries, the 
recent price rises in the United States, which have had the effect 
of decreasing the physical volume of goods which the British may 
purchase with the $3,750,000,000 loan from the United States, the 
fear of depression in the United States, the agreement to convert 
freely all sterling acquired on current accoimt after July 16, 1947, 
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and the dispoeition of the sterling balances which were accumulated 
by the members of the sterling area during the war. Each of these 
factors is likely to have just as significant influence upon the com- 
position and direction of British trade as the preference system. 

8. Even if it is assumed that the preference system is main- 
tained and that world trade does not expand, it is questionable 
whether the United Kingdom would derive any considerable bene- 
fits from the preference system. Canada, Australia, South Africa 
and India have expanded their productive capacities considerably. 
In a period of curtailed world trade, it may be reasonably expected 
that these countries will endeavor to protect their domestic indus- 
tries against both Empire and non-Empire competitors. In fact, 
all of these countries have already indicated that they may take 
this course of action, particularly if substantial results do not 
emerge from the current trade and employment conference in 
Geneva. Under such circumstances, they could still maintain pret- 
erences for the British but could so increase the tariff on both 
British and non-British goods as to limit the sale of both in their 
markets. 

9 In the light of the increasing industrialization of the 
Dominions and India and of the United Kmgdom’s current finmi- 
cial position, and if it is assumed that substantial results do not 
emerge from the current conference in Geneva, and further, that 
the world is once more plunged into depression, the United States 
could be seriously affected by the preferential system and by the 
many other forms of trade bamers The rest of the world might 
then attempt to insulate itself from the possible effect of the export 
of competitive goods and unemployment from the United States. 

David L. Glickmak. 


Washinoton, D. C. 
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BsamNiNGS 

Industry in the Near East has developed only recently. Such 
production as existed previously was carried on in small workshops 
by artisans and craftsmen, whose working personnel consist^ 
primarily of the members of their own families. Under foragn 
influence some attempts had been made in Old Turkey to introduce 
industry, but without much success. Similar efforts met with no 
more success in Egypt, where both the rulers and foreign capitalists 
tried to build up factories. Mohammed Ali in the first half of the 
century and the Khedive Ismail later built industrial establish- 
ments and encouraged the flow of foreign capital toward the same 
end; but these factories for sugar, spinning, armament, woolen 
goods, etc. were for the most part abandoned, since the manu- 
factures did not find a market or a sufficiently developed economy 
for their activities. The same fate was to a certain degree shared 
by the industries developed during World War I, when sea lanes 
were blocked and the demand for commodities grew. The armistice 
and tile return to normalcy resulted in a sharp crisis in all this 
production and wiped out a great part of it.* 

The trend throu^out the world in most of the interwar period 
was toward economic self-sufficiency, tariff barriers, and building 
up home industries, and this tendency was strengthened in the 
crisis of the 1930’s. The Near Eastern countries were ei^orting raw 
materials and importing finished goods. With the development of 
the world economic crisis the difference in prices on tiie world 
market between raw materials and industrial products widened, to 
the disadvantage of those countries exporting raw materials. This 

1. Ahmed S. el-Amary, “La Structure eoonomique de 1’ Egypte,” L’Egypte 
Contemporaine, Vol. XVUI, No. 16&-d9 (1937), p. 196. 
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put a financial strain on the rescnirces of such countries and re- 
sulted in a tendency to expand their domestic industrial pro- 
duction. In the Near East these taadenoies were further aug- 
mented by non-economic reasons, namely, the growing nationalistic 
trends and the desire of the newly created states, or those striving 
for independence, to become economically independent. 

Industry in the Near East was introduced at a time when 
other countries — Europe, the United States, Japan — already had 
developed industries, which were supplying foreign countries with 
cheap commodities. Moreover, this period is significant for the 
practice of dumping by industrial countries, when commodities 
were sold on foreign markets, not only below the market price of 
the country of production, but even below their cost of production. 

The advantages of a cheap labor supply were more than offset 
by the necessity of training it and by the high overhead costs 
coimected with the building of new industries. There was hardly a 
middle class in these countries which could build industries as a 
continuation of its activities as artisans or traders. Unlike the 
European coxintries during the Industrial Revolution, the artisans’ 
workshop in the Near East did not furnish the needed labor force 
for the factories. In addition, all these countries laqked the nec- 
essary capital for industrial development. Industrial production 
therefore could not develop imless the Government supported it by 
financing, by an appropriate credit policy, and by protective 
tariffs. 

The countries which were imder mandates of the League of 
Nations — Iraq up to 1932, Syria and Palestine — were, however, 
at a disadvantage,^ both because no local government was there to 
foster industrialization and because of the international situation 
in which these countries found themselves. The “open door” 
clause inserted in the mmidates (Article 11 of the Treaty between 
Great Britain and Iraq 1922, Artide 11 of the Mandate for Syria, 
Article 18 for Palestine) to prevent these countries from maJdng 
bilateral agreements exposed them to the influx of fordffa dw- 
modities. The mandatory counMes (Great Britain and Prance), 
moreover, were more interested in keeping the Near Eastern 

2. Turkey was also handicapped for the first few years, aisee the TVeaty 
of Lausanne bound her to low duties on imports In 1929, however, Turkey 
repudiated her old treaties based on these limitations and launched a new 
pohi^. 
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couatriaB as sources for needed raw materials (cotton, oil, silk) and 
markets for their goods than in helping these countries to produce 
manufactured goods themselves. 

Tubkbt 

Turitey’s intention of building up industry was motivated by 
strategic political reasons as well as by economic ones. The aim 
was to concentrate the population and create a greater number of 
dense areas which would not be vulnerable to any attack, at the 
same time spreading the industrial production over a number of 
centero in mder to make it harder for the enemy to paralyze pro- 
duction. Another objective was to raise the standard of living of 
the population, both the agricultural, by creating a market for 
their produce, and the other sectors, by creating employment in 
industry and commerce. But the more vigorous promotion of 
industry was also motivated by the imfavorable balance of trade. 
This reached its highest level in 1929.* In the following years, with 
the disruptim of the world market and the decline in prices of raw 
materials, which were the main exports of Turkey, the country was 
inclined to turn more and more to the production of consumer 
goods from her own raw materials. Clearing agreements were 
made with foreign countries whereby Turkey bought from each 
country only what she could pay for with her exports. At the same 
time she tried to produce goods in the country itself. 

In the years 1923-33 new railway lines were built (2,600 km) 
and a niunber of national banks founded; the Ish Bank, founded in 
Ankara in 1924, was viewed as a means of drawing in local savings 
for investment purposes. Local raw materials were also cultivated. 
In 1926 a special institute for cotton was founded, whose task was 
to improve the kinds of cotton and supervise the development of its 
growth. Throu^ this supervision and help, Turkey, which before 
World War I grew (mly a small quantity of cotton of inferior 
quality, began to inerease her crops. In the same year the culti- 
vation qf sugar beets was started, and the Government attempted 
to encourage the defdopment by offering tax reductions and other 
ittdwements to private growers. 

Industrialization was also fostered at the begbning by en- 

3. The excess of imports over exports amounted to £T. 101 million in 
1929, as against 60 million in the preceding year. Since 1930 Turkey has had a 
favorable balance of trade. 
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oourag^g private ioititarive throu^ grants, reducrion of taxes 
and transport charges, granting of premiums and obliging the 
authorities to use the local products. This was stipulated in the 
Law for the Assistance of Industry, passed in 1927. Since the pre- 
miums and reductions were abused for private gains, the law under- 
went some changes, and parts of it, mainly the provisions for 
nremiums, were abandoned entirely. 

The number of enterprises which enjoyed state support rose 
from 342 in 1923 to 1,473 in 1932. The number of workers in all 
state-supported establishments was 69,000 in 1934. Almost half 
of these enterprises belonged to the category of agriculture, while 
about 300 were textile enterprises employing 16,000 people. The 
measures taken by the government were not, however, sufficient 
to bring about large-scale developments. 

Turkey’s industrialization by state means really began in 1934, 
when the first Five Year Plan was inaugurated. This provided for 
state planning and encouragement, for rigid controls of imports, 
and granted privileges to industries, including allotment of state 
lands, exemption from taxation, and reductions in freight. Credits 
were secured from Soviet Russia for the purchase of machinery, 
and Russian technicians were brought in to train a Turkish skilled 
labor force. In the further stages of industrialization credits were 
also secured from Great Britain and Germany for the purchase of 
equipment and machinery. 

As the main method of promoting industrialization the state 
used the banks. The Sumer Ihdustrial Bank, the Eti Mining Bank 
and the Ish Bank, endowed with state means, have been the main 
factors in the execution of the Five Year Plan inaugurated in 1934. 
They have been directly responsible for the foundation of new 
factories, for their organization and management. 

The Sumer Bank was founded in 1933 for the purpose of 
establishing and managing state factories, granting credits to 
private industries, assisting in the training of qualified technicians, 
carrying on research and investigating industrial development. 
It received an annual grant from the budget of the state. By 1939 
the Bank had developed the following ent^rises: the Textile 
Works in Bakirkoy (1,173 workers), Eaysserie (4,600), Mazilli 
(2,400), Eregli (1,500), Merino Wool Mills (1,000), Hereke Wool 
Mills and Bunyan Wool Yam Mills. In addition it owns the Izmir 
Paper and Cardboard Mills, Beykoz Shoe Factory, Tosya Ri% 
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Cbazdng Plaat. It is also camected (together 'with other banks} 
witii factories for the production of iron, steel, concrete, etc. 

The Eti Bank was established in 1935 for the purpose ci 
devebping the mining and steel industry, its capital being con- 
tributed by the state in yearly installments from the Budget. It 
financed and managed the great steel and iron works at Karabuk, 
the Ergani Copper hBnes, and the Heracle Copper Mines, as well 
as a number of electric power projects. 

The Ish Bank is a semipublic institution founded in 1924 on 
the initiative of Ataturk. It derives its capital largely from private 
savings, but the funds are being invested in industrial enterprises. 
It participated in the construction of textile mills at Malatya, and 
in a bottle and glass factory. 

Turkish Sugar Refineries have been established by the Sumer, 
Ish, and Agricultural Banks. The Turkish Tobacco Ccnnpanyhas 
been set up as a state mmiopoly with the participation of the Ish 
and Agricultural Banks. 

Before the begiiuung of the war a new Five Year Plan was 
started, which included the building of a large port in Zonguldak, 
the coal center, and fifteen new large factories (cotton, sugar, 
preserves, electrical power stations, synthetic gasoline, etc.) with 
an investment of eighty million £T.* 

An idea of the rise in production of the Turkish industry may 
be gathered from the figrues in Table I. The greatest development 

TABLE I 

Orrrrtrr (m Tons) op Turkish iNPUsTRiza* 


1927 1935 1939 

Cotton goods 2,500 12,300 22,800 

Woolens 564 2,355 .... 

Sugar 5,180 55,000 94,000 

Cement 41,200 176,569 300,000 


occurred in the textile industry, which employed 189,000 spndles 
in 1938, as against a few thousand in 1931. 

We may also gauge the growth of all industrid production 
from the rise in the number of people employed in industry, whidi 
rose from 299,000 in 1927 to 656,000 in 1935.' The distributim of 

4. One £T amounted to approximately $.80 

5. Commercial Directory of Turkey, 1937. 

0. Statistical Handbook of Middle Eastern Countries (Jerusalem, 1944), 
p. 181. 
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these i«oi:i»ni in the various branches of production was as foUows 


(in 1937); 

% 

Mining 2.8 

Building and Construction 14.8 

Wood 10.0 

Metal 11.0 

Textile 12.8 

Clothing 15.7 

Food 13.2 

Power and Electricity 0.2 

Various and Unspecified 19.5 


These figures should be regarded as indicative only, since over 
100,000 workers are listed as “unspecified industrial workers.” 
Subject to these limitations, we see that building and construction 
was the largest branch, followed by clothing, food, and textiles, 
while metal production employed somewhat more than one-tenth 
of the workers. 


Egypt 

Attempts to build up an industry in Egypt go back, as we 
have seen, to the nineteenth century. Mohanuned Ali in the first 
decade of the century tried to establish factories to supply the 
needs of his army. Spinning, weaving, the manufacture of glass, 
armaments and shipbuilding were introduced and directed by a 
system of monopoly, which were unable to survive after the down- 
fall of his power. The industries sponsored by the Khedive I.smail 
about half a centiuy later did not fare much better, though some 
traces of them survived. At the end of his time machinery and 
establishments were abandoned, but in some cases' — for instance, 
factories producing sugar — later developed further. The same 
was true of the industries which were built up during the First 
World War. The blocking of sea Janes created a favorable oppor- 
tunity for production in the country, and factories for sugar, 
weaving, spinning, soap, furniture, iron, leather and perfume were 
established. With the return to normalcy and the opening up of 
transportation, most of the newly created industries could not 
stand the competition and had to be abandoned. Later, however, 

7. Charles Boux and Henry Deherain, L’Histoiire de la Nation Egyp- 
tienne, VI. (Paris, 1936), p. 290. 



INDVSTmAL DEVSWPMENT OP NEAR EAST i7T 


the ecoaomio crisis, together with the nationalistic desire to make 
the country eoonomkaUy self-suf&cient, served as inc^tives for 
reviving the old policies and making new efforts in the same 
directimi. 

The Bank Mkr, founded with Egyptian capital in 1920, 
served, together with its aihliated societies, as the initiators of the 
movement for industrialization. Through this Bank the Govern- 
ment advanced considerable credit to manufacturers and artisans 
at interest rates from 4 to 6 per cent, rates which are regarded as 
very low in the Near East. The state also encouraged industrial 
development through an appropriate tariff policy. Since the early 
1930's this policy has been extended. 

Egypt, as a country of monoculture, is greatly dependent on 
the price of cotton in the world market. Prices were falling during 
the entire postwar period, reaching their lowest level at the begin- 
ning of the 1930k, when the world crisis developed. From over £E 

P®** cantar of cotton at the end of the war, the price fell 
to somethmg over £E 4 in 1926-27 and decreased still further to 
£E 2 in 1931-32. Egyptian exports fell from £E 85.4 millions (m 
round figures) in 1920 to 31.9 in 1930 and 27.2 millions m 1931. 
The devaluation of her currency as a result of Great Britaink 
abandonment of the gold standard* made it even more difficult 
for Egypt to import needed manufactured goods. Hence, the 
Government adopted a strong protectionist policy, and encouraged 
production in local industries. Commercial treaties were de- 
nounced,® and high customs duties imposed on imports. The 
rate of customs duties, which amounted before 1930 to from 8 to 
10 per cent of the value of the goods, rose to 23 per cent in 1932 
and to an average of 40 per cent in 1939. Local industries were 
supported through cheap credits, preferences were given to local 
production in state purchases, and model workshops were founded 
to demonstrate methods. Since then various kinds of manufactur- 
ing have been developed in the country, notably spinning, haber- 
dashery, silk and woolen goods, carpets, leather, furniture, soap, 
glassware, perfume, milk products and jams, and the exploitation 

8. Egypt is jmrt of the Sterling Bloc and her currency is linked with the 
British pound. The £E is worth approximately £ 1.00}^ at par. 

9. Before 1930 Egypt was bound by commercial treaties with many 
foreign states under the capitulatory regime to a limitation of the import 
tariffs to a general rate of 8 per cent ad valorem (with some exceptions) These 
treaties es^ired in 1930. 
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mfaiiy and quarries was begun. Egypt has abundant raw ma- 
terials for textiles (cotton and wool) and sugar cane. She has some 
manganese, the yearly output having reached 150,000 t(ms. She 
also has some oil (the 1939 output was 666,000 tons). The re- 
fineries belong to the Anglo-f^yptiian Oilfield, Ltd. and the 
Government. 

Egypt’s industrialization, like Turkey’s, has been promoted 
by the state. However, wMe in Turkey the large industrial 
enterprises are for the most part either state owned or belong to 
the state banks, industry in Egypt is mainly privately owned. 

The most important branches of industry in Egypt are those 
which process agricultural products. There were at the end of the 
1930’s 145 establishments employed in cleaning cotton. Of these, 
nine belong to an Egyptian concern, and the rest to Britishers. 
Factories which extract oil from cotton seed are mainly financed 
by French capital. The production of cottonseed oil rose from 
28,500 tons in 1933 to over 50,000 tons in 1937-38. French capital 
is also invested in sugar refineries. 

The first establishments for sugar production were founded in 
the last quarter of the nineteenth century and further developed 
during and after the First World War. The volume, of sugar 
production reached 107,391 tons in 1930 and about 162,843 tons 
in 1939. 

The production of textiles is a more recent development, 
initiated for the most part with Egyptian capital and actively 
supported by the Bank Misr. The first spinning enterprises of the 
Features Nationales d’Egypte were financed by foreign capital, 
but the Misr Spinning establishments founded at the end of the 
1920’s were financed through the Bank Misr and developed rapidly. 
They contain the largest industrial establishments in the Near 
East, have 60,000 spindles, and employ 20,000 workers. The pro- 
duction of cotton piece goods rose from a million square meters in 
1930 to 159.5 millions in 1939. 

The Bank Misr was also instrumental in establishing factories 
for the production of cotton yam and silk. The cotton yam pro- 
duction rose from 2,900 tons in 1930 to 25,800 tons in 1939. The 
production of leather and leather articles also developed in the 
inteiwar years, and with the help of government protection is 
supplying almost all the market in shoes. The production of cement 
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inereaeed greatly, reaching 372,000 tons in 1939 as against 188,000 
tons in 1930. 

Besides the production of manufactured goods from local raw 
materials, an attempt was also made to manufacture goods using 
imported materials. To this group belongs the production of cigars, 
the tobacco being imported from Turkey and the Balkans. Accord- 
ing to a statement of the Egyptian Minister of Commerce and 
Industry (in April, 1944), at the outbreak of the war Egyptian 
industries were able to meet the local demand to the extent of 
100 per cent in sugar, alcohol, cigarettes, 99 per cent in lamp glass, 
90 per cent in shoes, cement, soap, furniture, 80 per cent in matches 
and 40 per cent in cotton cloth. Some of these — sugar, alcohol, 
cigarettes, salt — were also being exported. 

According to the census of 1937, industry in Egypt employs 
489,027 workers, and together with building construction 609,735, 
which constitutes 8.2 per cent of the gainfully employed. The dis- 
tribution of those employed in industry was as follows; 


% 

Building 19.8 

Clothing 17.7 

Wood 12.6 

Textiles 12.5 

Metal 8.9 

Food 7.8 

Power and Electricity 6.6 

Miscellaneous 14.1 


As in the case of Turkey, the main branches of production 
(according to the number of persons engaged in them) were budd- 
ing construction, clothing and textiles. On the other hand, metal 
and food production employ relatively fewer workers in Egypt 
than in Turkey. 


Iraq 

Iraq is less developed industrially than either Turkey or Egypt, 
although here, too, the Government has endeavored to encourage 
industrial production. The country lacks both manpower and 
sufficient capital for such development. 

The steps taken by the Government to promote industrial 
production included the 1929 law to encourage industry (similar to 
the Turkish law of 1927), grants, reduction in taxes, custom duties. 
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creditB throui^ the newly founded Govenunent Bank for A^- 
culture and Industry, and the introduction of uniforms for school 
fthildr ftn ,(1937) with ^e provision that the clothes were to be made 
from locally produced textiles. 

Textiles were produced in Iraq before World War I in small 
artisan workshops. In the interwar years spurning establishments 
were founded which supplanted in part the local hand factories. 
The textiles produced in these factories supply the needs of the 
army, police forces, and school population, as do the tanneries, 
which were introduced in the last 15 or 20 years. 

A postwar innovation is the tobacco factories, which have 
made fairly good progress, and the foundries, which were developed 
in connection with the erection of modem buddings. In 1938-39 
there were several cigarette factories, with 780 workers,* and 
eight enterprises producing matches with 91 workers. Other 
enterprises worthy of mention are those producing wine, beer, etc., 
and flour mills. Soap, too, is produced in Iraq. Most of it comes 
from small handwork shops, but there are a few modem soap 
factories. Establishments for the production of cement blocks and 
tiles for bathrooms and roofs employ a larger number of workers. 

« 

Mandated Tebritohies 

Syria-Lebanon and Palestine, as mandated territories, were, 
as we have seen, at a disadvantage, both because of the open-door 
clause which exposed them to foreign dmnping and because of the 
reluctance of the mandatories to introduce innovations in the 
customs policy. The principle of tariff for revenue — the duties 
were levied ad valorem (12 per cent of the cost of the imported 
articles) — taken over from Ottoman times, was maintained by 
the mandatories, because customs constituted a significant part of 
the revenue. 

To be sure, Palestine and Syria did not remain devoid of all 
protection against foreign imports. After 1927 the Government 
staa-ted to introduce in Palestine hi^er customs on some foreign 
goods which were also produced in the country. The Government 
also granted exemptions from duty on imported industrial ma- 
chinery and raw materials. This protection came mostly too late, 

1. The Iraq Directory, 1088, pp. 644-847 The oil fields, although bring- 
ing high royalties to the Qummaent and employing large numbers of workers, 
are not included in this mterofi Ifae oil has been refined outside of the country. 
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however, or was insufficient. The institution of hi^er customs was 
always under pressure of the manufacturers or interested groups 
after the situation had become worse or the customs were not 
being handled properly. Both diminished the economic value of 
the new duties. For instance, at the end of 1936 specific duty rates 
not connected with the price on imports were introduced on bath- 
tubs, but this was done only after the bathtub factory in Haifa 
had been compelled to close as a result of foreign competition. 

Palestine had the lowest customs duties, not only in compari- 
son with countries with high protective tariffs, but also in com- 
parison with such a traditionally free trade country as Great 
Britain and the countries of the Near East. Syria fared somewhat 
better in this respect. She also benefited from the clause in the 
Palestine Mandate which provided that it may “conclude a special 
customs agreement with any state or territory which in 1914 was 
wholly included in Asiatic Turkey or Arabia" (Article 18). On 
this basis as early as 1921 a customs agreement was signed between 
Palestine and Syria along free trade lines. This agreement was 
renewed in later years with some small changes. Since Palestme 
had an expanding market on account of immigration and oapital 
import, Syrian products found a good market there, 

Syria and Lebanon are the home of old crafts. Before World 
War 1 these coimtries produced textiles, metal products, and 
jewelry. Silk, cotton and woolen cloth was woven and lace and 
carpets produced by artisans in their homes; only a limited amount 
of weaving was done in somewhat larger factories. The number of 
people employed in these enterprise at that time was estimated 
to constitute 10 to 15 per cent of the gainfully employed, and may 
have been even more. 

Dmmg the war all production suffered a sharp decline. It is 
etimated that the silk spinning industry declined by 90 per 
cent.‘ There was also a decrease in the tanning industry. The 
downward movement of the traditional industries did not cease 
after the war, although for a few years an upward trend was to be 
noted. 

In the postwar period the old industries had to cope with a 
number of factors. There was, as pointed out above, severe 
competition from other countries, while the Levant lost a great 

2. A. Ruppin, Syrien als 'Wirtschaftsgebiet, pp. 181, 2S2; Abrsmowiti 
and Gelfat, Hameehek Haaravi (Tel Aviv, 1944), p. 15& 
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part of her markets throu^ the destiuctioa <A the Ottoman 
Emj^. Egypt, Anatolia (Turkey), and Iraq were protected from 
Syrian industries by tariffs. Only Palestine, because of commercial 
agreements, remained a market for Syrian products. At the same 
time, the purchasing power of the population m the Levant itself 
fell, both as a result of the declining tourist trade and of the low 
prices of agriCTiltural products. The trend toward modernization, 
the changing mode of life, and the cheap imports of modem goods 
from other countries contributed toward the decline of the demand 
for the traditional consumer goods. The efforts of the Lebanese 
Government and the French High Cranmissioner to foster the 
revival of production of raw silk by arranging that the Levant 
should deliver it in considerable quantities to the silk textile 
industry of Lyon (France), had a temporary effect only, and after 
1929 the downward trend began again. The old industries there- 
fore were in an almost constant status of crisis and decline,* while 
some modem industries began to emerge. The latter were launched 
by emigrants returning to the coimtry, who brought back their 
savings and experience, and received some support from the 
Government. 

As early as 1924 industrial machinery was exempted from 
import duties, and two years later the tariff on certain imports 
was raised. In 1931 customs duties on machines and raw materials 
were abolished, while the duties on imported goods were increased. 
Since 1928 modem industrial activity has begun to manifest itself. 
The import <A mdustrial machinery rose from 1,420 tons in 1925 to 
3,169 in 1930, 3,830.7 in 1935 and 6,023.4 in 1937. With this 
machinery new silk and cotton spinning factories, cement, hosiery, 
knitting, cigarette factories, and flour mills were built. The eco- 
nomic crisis of the 1930’8 contributed to some extent to the develop- 
ment of new industries. Unemployment and falling prices of 
agricultural products created a large reservoir of very cheap labor, 
while the Government became interested in helping to create 
employment possibilities. Returning emigrants from the United 
States and French capital took advantage of these opportunities 
to found new enterprises. 

According to a report from the year 1932, 148 modem factories 

3. In Aleppo m 1913 there were 18,810 looms, at which 67,750 workers 
mstt employed; m 1926 there were only 5,000 looms, with 24,650 workers. 
8. B. Himadeh, ed. Eoonomie Organization of Syria, p. 124. 
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alieady existed at that time, among them spinning and weaving 
mills, hosieiy, match, cigarette and tobacco factories. In the next 
few years modem factoiies for weaving and for preserves (m 
Damascus) were also founded in Syria (industrial activity had at 
first been concentrated in Lebanon). A large weaving enterprise 
for cotton yam was opened in Aleppo in 1936. The industrial 
development was somewhat slowed down in 1937-38 by the riots 
in Palestine, one of the main customers for Syrian goods.* 

TABLE II 

NmtBSB EimoTBD ra Hansicratts, Industry, Transport and Buiddino 


IN Stria in 1037 

Industry Number Emplosred 

Motor and Lorry Drivers 12,000 

Embroidery 3,400 

Stockings, Socks and Knitting Factories .... 3,050 

Mechanical Weaving 3,000 

Cement and Concrete 2,120 

Oil and Petrol 1,260 

Harbor and Aerodrome Development 1,220 

Boots and Shoes 1, 100 

Preserves and Sweetmeats 1,000 

Various 5,000 

Total 33,150 


Source: Statistical Handbook of Middle Eastern Countries, Jerusalem, 
1944, p. 104, 


TABLE III 

Pboduction of Certain Commoditibs in Syria and Lebanon 

Syna Lebanon 


193S 1039 1935 1939 

Macaroni 71 tons 1,095 750 1,375 

Knit Goods 148,000 pieces • 804,000 

Socks and 

Stockings 2,424,000 pairs 2,988,000 250,000 230,000 

Soap 1,610 tons 690 

Shoes 1,200,000 pairs 750,000(1938) 

Chocolate 250 tons 285 


Source: Statistical Handbook of Middle Eastern Countries, page 105. 


According to an investigation made at the end of 1937| 33,150 
individuals were employed in the new industries at that time. 

4. MinistSre des Affaires fitrangdres, Bapport a la Sooi4t4 des Nations 
BUT la Situation de la Syrie et du liban, 1937, p. 15; 1988, p. 25« 
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Hieae figures inchule 14,479 drivers and transport workers. If 
we deduct this group, tiiere renudn 18,670 industrial workers, 
which means a threefold growth since 1933, when the number of 
industrial workers amounted to only 5,800. The growth in output 
in the years 1932-38 was os follows: cement increased rimes; 
biscuits, 12 times; chocolate, 9J^ rimes; cotton yam, 4 times; 
stockings, 8 times. 

While production in the new branches of industry was Steadily 
increasing, the old branches were declining rapidly. In 1937 only 
203,928 workers were employed in handicrafts, industiy, and 
building in the main centers of the Levant, as compared with 
309,526 in 1913. Of those employed in 1937, only 33,150 worked in 
the new industries (16 3 per cent), the others working either at 
home (40.1 per cent) or in small artisan shops (43.6 per cent). 
Over one-half of all the workers were employed in breeding silk- 
worms, silk and cotton weaving, and knitting; 5.4 per cent in 
shoemaking; 5 4 per cent in the production of food, 6 per cent as 
drivers, and smaller groups in clothing production and manufactxire 
of cement, furniture, etc. 

Palestine, too, experienced a decline in the interwar years in 
the traditional prewar handicraft production, but in this case the 
modernization of some of the old shops and the growth of new 
industries and factories have more than made up for the decline. 

Before World War I Palestine had large wine cellars in Bishon 
leZion and Zichron Jacob, and some sizable soap factories in Nablus 
and Jaffa. The rest of the establishments — numbering, according 
to government figures, 1,235 — were mainly small homecrafts. 
Those included weaving of carpets, mats and cloth, potteries, 
flour mills, olive and sesame oil presses, production of glassware 
in Hebron and of religious souvenirs. In the postwar years some of 
these establishments in Palestine, like their counterparts in Syria, 
suffered as a result of changing market conditions, declining 
demand for relics, and the prohibitive policies of neighboring 
countries. (The soap industry, for example, suffered because of the 
tariff policy in Egypt.) At the same rime other forces emerged 
which gave industry a new impetus. 

The large-scale immigration of the postwar years has provided 
a market for industrial products and created a demand for con- 
sumer goods. Shelter, food, textiles, home furnishing, drugs, and 
many other commodiries were needed for the new immigrants. 
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These products be^in to be produced in the country. Other factors 
favoring industrialization came with the immigrants: technical 
skill and capital. 

Among the immigrants were technical experts and skilled 
workers. Capital was flowing into the country for entirely non- 
economic reasons. The situation in Germany and other Central 
European countries induced Jewish capitalists of those countries 
to seek a refuge for their fimds in Palestine/ and their desire to 
invest this capital resulted in its use in financing young enterprises. 
Be^nning with the immigration of the 1920’s the country’s 
economy, or at any rate that of the Jewish sector, began to develop 
in the direction of industrialization. At the time of the 1928 
industrial census, taken by the Government in the first years of 
the new industrial trend, there were 3,505 establishments employ- 
ing 17,995 persons, including owners. These establishments had a 
capital investment of £P 3,514,886 and an output valued at £P 
3,886,149. They were mostly small artisan shops with an invest- 
ment not exceeding £P 50 per unit. Almost one-third employed 
no hired workers; about 60 per cent employed from one to five 
workers each.* The total labor force amounted to 11,627 persons, 
over half of whom worked in establishments employing less than 
ten hired personnel. The Jewish share in these establishments 
is estimated as ranging from 35 to 50 per cent. This government 
survey was made when Jewish industrial activity was just begin- 
ning. The influx of immigrants, capital and skilled labor in the 
1930’8 gave a greater impetus to young industry. 

TABLE IV 

Ebtihatisd Capital Impobt into Palestine 
(In £P 14XX),000) 


1934 

9.6 

1935 

12.0 

1936 

7.1 

1937 

6.1 

1938 

7.0 

1939 

7,0 


A part of the new caffital was used to import machines, ?whidi 
in turn served to build up industries, the value of machinery im- 
ports rising from £P 198,516 in 1925 to £P 448,707 in^l937. This 
6. Said B. Himadeh, Eoonomio Organization of Palestine, Beirut, 1938. 
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importation of industrial machinery was much heavier in Palestine 
than in the neighboring coimtries. If the per capita import of 
industrial machinery into Palestine in 1935 is taken as 100, the 
corresponding figures will be: Egypt, 8.3, Syria, 7.9, and Iraq 
(1934-35) 1 .2.* Both the quantitative and the qualitative growth of 
industry are revealed by the fact that the use of electric current for 
industrial purposes rose from 2,190,464 kwh. in 1930 to 20,314,114 
in 1937. 


TABLE V 

Jewish Immigration and the Growth of Industry 


Year 

Jewitth 

Population 

Industrial 

Establishmontfi 

Workers 
Employed 
in Them 

Pl-oduction 

Capital 

Investments 

1922 

83,794 

1,850 

4,750 

500,000 

£P 

600,000 

1937 

395,845 

5,606 

30,040 

9,060,000 

12,700,000 


Index Numbers 


1922 

100 

100 

100 

100 

100 

1937 

472 

303 

632 

1,812 

2,117 


Source: The Jewish Review, Vol. II, Nos. 2-3, July-October, 1944, p. 150 


The connection between the increase of the Jewish population 
and the growth of industry is shown by the data in Table V. The 
Jewish population increased a little less than five times from 1922 
to 1937, thereby creating a demand for commodities. The num- 
ber of Jewish industrial establishments rose three times, and the 
index numbers of their employees, the capital invested, and the 
value of their production leaped from 100 to 632, 1,812, and 
2,117, respectively. 

Jewish industrialization served as a stimulus to non-Jewish 
industrial activity, not as a competitor. Staffed with skilled and 
semi-skilled Jewish workers, with a higher standard of living, 
Jewish enterprise necessarily had higher production costs than 
Arab enterprises employing cheap Arab labor. The higher-priced 
Jewish articles could hardly compete with the cheaper Arab goods. 
As a matter of fact, only ten per cent of the Jewish industrial 
output is sold outside the Jewish market. At the same time, how- 
ever, Jevdsh development served as an incentive for the Arabs. 
Sonwtimes Jewish technicians were employed in Arab enterprises, or 

6. League ojf Nations, Statistical Yearbook,' 1936-36; 1936-37. 
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Arab workers got their first training in a Jewish firm. Althwg^ wo 
have no full accoimt of this development, the general tread may be 
gauged from the scanty material availaUe. 

According to the 1928 govemmmt census of industries, the 
number of Arab establishments was 1,023 before World War I, 
and those established in the postwar years up to 1928 numbaed 
1,373. The capital invested in these postwar enterprises was £P 
613,000, as against 543,015 invested in 1914. The number dL 
workers employed in these industries rose from 5,000 to 10,000. 
We have no exact information about the development since 1928. 
At the time of the 1931 census, 30,0(X) Arab wage earners were em- 
ployed in industry and handicrafts. There are also some indica- 
tions of the development during the 1930’s. The so-called “tradi- 
tional” Arab industries declined somewhat, while new ones grew up. 

The production of soap, glass and mother-of-pearl goods 
declined or remained stationary. Arab soap production suffered 
the main decrease. The introduction of a high tariff on the import 
of soap to Egypt, the principal buyer of Palestinian soap, brcHi^t 
about a decline in this industry. The establishments in Jaffa, 
which produced the cheaper grades, w'ere the hardest hit by this 
development; the higher priced grades manufactured at Nablus, 
not affected by competition, found a market. Similarly, Arab 
textile production — for the most part conducted on hand looms — 
suffered from Japanese competition in the 1930’s. At the same 
time, certain other branches were developing. Of 522 oil presses 
in 1928, only 29 (six per cent) used mechanical power, while in 
1941 as many as 144 establishments out of 605 (24 per c«it) were 
mechanically driven. ^ 

Although no large modem industrial enterprises were estab- 
lished by Arabs in the interw'ar years, some fair sized factories were 
founded, which produced consumer goods. In some cases these 
factories were started by Arabs returning from America. 

The production of tobacco and cigarettes developed in postwar 
years, as did factories for the production of cartons for the ciga- 
rettes. Factories to produce metals and matches were abo founded 
by Arabs in this period. Most of these new establishments are 
technically modmi and no longer of the artisan type. Arab small- 
scale industry and handicrafts expanded too^ egpReially garages, 
mechanical repair shops, taUoring, cobbling and IMes connected 
with building. As a result of the expanded building activity of 
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both the Je^nsh and Arab seotons, Arab indostries developed hi 
the interwar years which provided building materials (quarry, 
conmete, etc.)* The old Arab stone buildings were replaced by 
modem concrete buildings. The Arab worirer, previously unaware 
of ccmcrete construction and building, learned aU the occupations 
connected with this kind of building and found mployment in 
Arab and Jewish building as well as in ^vemment large^cale 
oonstmction schemes. 

At the time of the 1931 census, industty and handicrafts 
employed 27,085 persons, or 12.6 per cent of the gunfully employed. 
On ihe basis of ^e growth of the Arab urban population in the 
1930’s (1931: 32.6 per cent; 1940: 35.0 per cent), it is estimated 
that the percentage of those employed in industry and handicrafts 
rose to about 14 per cent by 1940. The niunber of Arab workers in 
industry and handicrafts is estimated at 30,000. Among these 
groups of workers, however, are also included about 3,000 Arab 
workers who were employed in the so-called international concerns 
(refineries of the Iraq Petroleum Co., Shell Co., the British Spinney 
Co.) as well as in the match factory of Nur in Acco, and in the 
Dead Sea plants of Palestine Potash, Ltd. 


Developments Dubing the War 

During the Second World War, industrializaticm in the 
countries of the Near East made great strides. Before the war 
these countries imported the bulk of their industrial goods, and 
when the sea lanes of the Mediterranean were blocked and shippmg 
space became scarce, shortages of every kind of commodity re- 
sulted. The Allies were faced with the problem of supjdying the 
local population as well as the needs oi their annies. At ^e same 
time it tecame necessary to convert part of the local mdustries to 
the production of arms, mimitions and other materials necessary to 
the winning of the war. 

In 1940 Great Britain eainl:4ished the United Kingdom Ccan- 
merdal Corporation, It^, and in April, 1941, the Middle East 
Supply Center '(since an Anglo-Ainerican agency) was set 
up to conserve slaill^ag space and to regulate and coordinate the 
flow to and piaAMtion of necessities in tlus repon. Both agencies 
endeavored toaflBnilate local production to meet the needs of both 
the civilian population and the armies. The Middle East Supply 
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Center was kstrumental in enlargkg ensting establkhments ot 
promoting new ones.^ 

Local government agencies as well as lend-lease machinery 
also did their part to stimulate the devdopment of local pro* 
duction. What was to be produced and in what quantities was 
determined not by price but by consideraticm of strategic necessity. 
The rapid rise of prices created a favorable background for in- 
dustrial (and agricultural) output. 

This was also true in Turkey. Although the necessity for 
maintaining a large army and making heavy expenditures for 
defense diverted both labor and capital from industrial (and 
agricultural) production, the competitive buying of both bel%erent 
groups helped to increase production. It is true that Germany 
could not fulfill the terms of the Turco-German cmsamercik ^ree- 
ment of July, 1940, being unable to supply enough machinery and 
spare parts However, the United Kingdom Commercial Corpor- 
ation and the British-American Coordinating Committee (set up 
in 1942) both bought Turkish products, and since the end of 
1941 Turkey has also benefited from United States Lend-Lease. 
By codrdinating the imports from the United Nations the afore- 
mentioned organizations helped Turkey to obtain some mining 
machinery, spare parts and industrial chemicals. In this way 
Turkish industrialization was able to proceed, at times slowly, 
after an initial drop in the years 1940-41. 

The production of cement, for instance, dropped from 267,000 
tons and 277,000 tons in 1940 and 1941, respectiveb', to 178,000 
tons in 1942. Sunilarly, the output of glass and glassware dropped 
during the years 1942-43. The pn^uction of coal rose from 2.6 
million tons in 1939 to 3 million in 1940 and 1941, dropped to 2.5 
million in 1942 and rose again to 2.6 million tons in 19^ and 3.53 
million tons in 1944. Sugar production dropped from 94,000 tons 
in 1939 to 57,000 tons in 1942, to rise again in 1943 to 96,420 tona 
The production of chrome ore, as well as that of iron ore, declined 
steadily during the war years. On the other hand, the producticm 
of lignite (used as a substitute for coal), textiles (in spite of a 
slight set-back in 1942), woolen goods, and other commo^tieB has 
steadily increased. 

7 Francis Boardman, “Civilian Bequiiements from War to Peace: 
Tho Middle East Supply Center,’' The Department of State Bulletin, Vol. 
Xm, 339 (1946), pp. 994-99. 
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This increase in production was due to the reopoaing ol malhr 
plants which had closed before the war, the ccanpletiai of some 
plants .which had been begun before the war, and the erection of 
some new ones. Among the new plants are a cotton mill at Malatya, 
equipped with 435 power looms and ^,400 spindles, the cement 
wor^ at Sivas, a second paper mill and a cellulose factory at 
Izmir, a khaki dye plant, a sulphuric acid and superphosphate 
plant, a naphthalene factory at Karabuk, and a glue factory at 
Beykoz. All these factories are controlled by the Sumer Bank.* 

The Ministry of Economy is engaged in working out a five- 
year plan for the promotion of Turkish industry, for which purpose 
275 million Turkish pounds are to be allocated. The prime objects 
of the plan are to fill all existing gaps in Turkish factory activity 
and to erect woolen and spinning mills. Associated with it is a 
project for the establishment of a chemical and mechanical industry 
on a grand scale, foreshadowing an expenditure of 500 million 
pounds. It is also proposed that the factories and mines at present 
administered by the Sumer and Eti Banks should be transferred to 
seven special general Directorates. 

The other cormtries of the Near East did not feel the strain of 
direct war preparations and mobilization to the same degree as 
Turkey, although Egypt was almost invaded by German forces, 
S3rria was occupied by Free French forces, and British troops had 
to suppress the Rashid Ali revolt in Iraq in 1941, while Palestine 
supplied a considerable number of volunteers to the British forces. 
But the cutting off of the sea lines after Italy’s entry into the war 
brou^t about two contradictory trends: one which acted as a 
detriment to the expansion of the economy; the other, and more 
important, which stimulated production. The Allies encouraged 
local agricultural and industrial production and endeavored to aid 
their development. At the same time, the needs of the AUied armies 
and the local population, which could no longer be supplied by 
imports, served as an inoontive to increase production. There was 
the probl^n of fuel for industrial : in Eg^t the lack of imported 

coal was solved by using oil; in Palestine electricity was used 
instead. 

Expmlments were tried with new crops which could be used 
for industrial reprocessing (iBkuc in Egypt), which however were not 

8. Tlw Malatya cotton eaffli are controlled by the Sumer Bank in 
conjunction with the Ish Batik had the Agricultund Bank. 
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•IwayB miooeffiful. Despite tbe efforts of the United Kingdom Flax 
Controller in Egjrpt, for instance, and the initial enlargement of 
the area xmder cultivation (10,000 acres in 1939 to 51,500 
acres in 1941), the quality of the fibre produced proved disappoint* 
ing, and the cultivation has fallen back (5,000 acres in 1944). The 
Middle East Supply Center was instrumental in Egypt in the 
developmait of production of tungsten, tin, and the mining of 
chrome ore (to make bichramates and chromic acid for use in 
dyeing textiles and tanning leather). 

Machinery which could no longer be used in the production 
of silk, because Of the shortage of raw materials, was ccmverted to 
the production erf cotton goods. Ihe cotton piece goods production 
rose from 77 million square yards in 1937 to 370 in 1942. The 
production of sugar rose from 160,000 tons in 1937 to 190,000 tens 
in 1943, and that of beer increased from 1)4 to 9 million gallons. 
The production of paper, glassware, soap, alcohol, glycerine, paints, 
cement, jams and some chemicals increased. Among the new 
industries were dehydrated vegetables, glucose, lead refining, cast 
iron pipes, steel castings, lead tubes, copper sulphate and cigar 
rette lighters. The production of spare machine parts was siso 
started, as well as of simple electrical appliances such as batteries.* 

In Palestine the growth of industry came mainly after 1941. 
In the earlier years of the war, most of the requirements of the 
British Army were ordered outside of Palestine; military contracts 
placed with local manufacturers did not exceed £P one million 
(about four million dollars) in 1940. In 1941 the figure was £P 
4,000,000 and in 1942 about £P 8,000,000, a figure almost equal to 
the total prewar industrial output erf. Palestine. The demands of 
the military plus the necessity of supplying the civil peqjulation 
with consmner goods served as incentives to the e^ansion of 
industry. The number of Jewish industrial establishments rose 
from 5,602 in 1937 to 6,116 in 1943, the number of gainfully em- 
ployed in industry from 28,616 to 52,000 tmd the value of the output 
from £P 8,526,000 ($34,104,000) to £P 38,000,000 ($152,000,000). 

This expansion was effected for the most part by the utilixatirm 
of existing machinery, plants and technical skill, which had not 
been utilised to the hipest capacity before the war. In the years 

0. Gf. Table IV (Wartime Development of the Oapaoity (rf Egyptian 
Industry) printed as Appendix IV in Eerpt, Review of Conations, May 1948, 
London, Depurtment of Overseas Trade, pp. 37-40. 
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1930~42 about 500 new Jewish establishments were organised (a 
growth of some 10 per cent), while there was a 70 per cent growth 
in the muuber of gainfully employed in industry, and the value of 
the output increased by 300 per cent. In 1937 there were 16 Jewish 
estabhidunents which employed more than 100 persons; in 1942, 50 
such enterprises were in operation. The main expansion took place 
in the production of textiles, metal and machinery, chemicals and 
foodstuffs, the largest gains being in food processing and in chemi- 
cals. On the other hand, there has been a standstill, or a con- 
traction, in the produoticm of wood, printing, paper, stone and 
electrical equipment. This is attriWable to the lack of raw 
materials (paper, printing) and the stoppage of building. 

Many of the new imdertakings, as well as some of the old 
ones which have been enlarged, have added a host of new articles 
which had previously not been manufactured in Palestine; for 
example, industrial machinery and instruments, motor-car parts, 
textiles, domestic and kitchen utensils, agricultural machinery and 
tools, pharmaceuticals, window glass, safety razors and blades, 
carbonic acid, oxygen, sulphuric acid, brass and steel castings, 
precision instruments, electric batteries and plastics. A new in- 
dustry is the diamond cutting and polishing industry, which grew 
up during the war and now employs over 4,000 workers. Production 
grew from 50,000 karats in 1{43 to 130,000 in 1945. Most of these 
products have begun to be exported. 

Petroleum production and that of chemicals from the Dead 
Sea were greatly expanded. Before the war the oil coming from 
Iraq by pipeline was sent to other countries in a crude state. In 
1939 the Iraq Petroleum Co. began erection of the refinery in 
Haifa, which was finished during the war. In 1939, 92,000 tons of 
crude oil were refined, and this increased to 1,292,000 tons in 1941 
and 3,363,000 in 194A Today the refineries not only supply the 
local market with petroleum, benzine, diesel motor oil, etc., but 
produce a surplus for export, which in the last years amoimted to 
some £P 5,000,000 ($20,000,000) annually. The production of 
potash and bromine by Palestine Potash, Ltd. is said to have 
more than doubled. 

The Arab industrial sector in Palestine also made some gains 
during the war. In the years immediately preceding the war, 
Arab economy suffered a decline, the years of unrest and terror 
having imdermined its strength. There was a decline in the textile 
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industny, prodactitm (rf soap, arts ouveBiis, etc., the great decline 
being in the Arab dgarette factories, where producticm fell from 
540 tons in 1935 to 280 terns in 1939. The war brought about the 
Old of the riots and the emergence of Allied armies as customers 
for goods and services, creating a favorable background for develop* 
ment. Since the Arab industry consisted mostly of smaller shops, 
which were unable to undertake larger orders, the Government 
had to supply them with raw materials and loans. Such assistance 
was extended to soap and textile factories. According to the 
government censuses of 1940 and 1943, the number of Arab 
establishments grew from 350 in 1939 to 1,558 in 1942 and Ihe 
personnel employed from about 4,000 to 8,804.^ In Ibe textile 
industry, mainly in Gaza and Migdal, the number of loinns rose 
from 400 (1939) to 1,500. During the war years several modem 
textile factories, employing 50-60 workers each, were founded and 
mechanical looms were introduced. In 1942 a weaving plant was 
founded in Nablus which emplo}^ 100 workers; in 19^ a i^ass 
factory was openecj in Jaffa. Cigarette production grew from 460 
tons in 1940 to 700 in 1942, with fiuther increases in the following 
years. New Arab plants for tanning, the production of jam, soap, 
etc. were also established. 

The success of wartime industrial development depended on 
the availability of machinery, or the possibility of importing it, 
and on the existence of technically trained personnel. Both were 
more avulable in Egypt and Palestine th^ Iraq or Syria. In 
Iraq the only new industries which sprang up during the war were 
the manufacture of hand tools from scrap metal and a mill for the 
cruslung ol oil seeds. Of the prewar industries, tanning and glass 
production made some gains, while the producti(m of textiles, boots 
and shoes remained the same. The production of soap even de> 
clined somewhat, because of a lack of the necessary oils. 

The Levant made more progress. Syria and Lebanon were 
aided by the Emergency Economic Office established in 1942 by 
General Cartaux. Another impetus to local manufacture came 
from the changes in trade caused by the war. Before the war, fw 
instance, Syrian wool was exported to America and Eurt^, and 
cheap wool^ goods were imprnted.* During the war, because of 

1. Government of Fslestine, Departmmt of Statistiee, G^ienl Monthly 
Bulletin of Current StetistleB, April, 1846, i^. 178 ff. 

2. On the eve of the war, wool exports amounted to 1,800 tone annually 
and importa of woolen goods to 2,100 tons. 
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restricted imports, local wool was used for textile manufacturing. 
The same was true of soap. Before the war the production of 
soap was limited to local requirements, the bulk of the crude olive 
oils being sent to Italy. Recently two large soap factories were 
established. The mamifacture of cotton goods, silk and silk goods 
was stepped up, the tanning and leather industry made some 
gains, getting their raw materials from local sheep and cattle 
breeders. In Syria the textile and glass industries expanded. In 
Lebanon 140 new establishments, mostly small plants, were 
founded, as well as a sugar refinery and jdants for the production 
of oil, soaps, alcohol and dyes. Factories for tinned fruit and 
vegetables — two in Syria and two in Lebanon — which sprang up to 
meet military requirements, are a new development. In 1942, 
Syrian factories produced 6,000 tons. The production of cement 
and clay also increased rapidly during the war years. This growth in 
industrial output came about in the later years of the war, almost 
every branch of production having declined in the years 1939-^1. 

PosTWAE Problems 

When the war ended, the countries of the Near East were 
faced with the difficult task of converting industries from <a war 
footing to civilian peacetime production. At first, it is true, the 
falling off of Army orders had only a slight influence on the indus- 
tries of these countries, since the actual production of arms played 
only a minor r61e in these countries. Most of their enterprises 
were either producing spare parts or consumer goods, which were 
in part bought up by the Army. The technical task of reconversion 
was therefore an easy one, and in the face of the immense lack of 
consumer goods, the products readily found a market. Some of 
the new industries, however, will be unable to survive: those which 
could exist only as long as no other source of supply was available. 
On the other hand, some of them are basically sound, despite the 
fact that the new establishments here have required hi^er 
investments than similar establishments in other countries. In 
Egypt there are factories which are satisfactorily equipped techni- 
cally. According to British opinion on Palestine “the clothing and 
fashion trades are typically Jewish industries in many countries. 
Palestine will in all probability be in a position to continue this 
industry . . . the same applies io many branches of the fancy leather 
industry . . . the future of the diamond-cutting industry, too, 
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seems assured. There is a good potential future for the plastic 
mdustry . . " while the “pharmaceutical industary is partly 
sound. . . A number of hew industries in other Near Eastern 
countries have equally favorable prospects. 

Nevertheless, all these countries are faced with the problem 
of maintaining their present scale of industrial activity. Germany, 
Italy and Japan, to be sure, are no longer competitors, and cannot 
dump their products on Near Eastern markets; on the other hand, 
the war has brought about many changes: first of all, the questim 
of prices. In the whole of the Near East there is a clash between 
the prevailing price levels and those in the United States and 
Great Britain, and there is the problem of adaptatimi to the world 
market and normalization of prices. 

The increased spending of the Armies and the cloring of the 
sea lanes during the war resulted in a sharp rise in prices. The 
wholesale price index for Egypt (January-June, 1939= 100) moved 
to 213 in 1942, 311 in 1944, and 325 in May, 1945. The wholesale 
price index for Palestine rose to 260 in 1942; 325 in 1944, and 333 
in May, 1945. The rise has been still steeper in Iraq, where the 
general wholesale price index rose to 534 in 1943. In Syria, at that 
time, it was 953; in Turkey, 446. Actual prices at a pven time 
may be even higher than the price indices indicate. Some com- 
modities figuring in indices may either be unavailable or to be 
found only in the black market. A ten-cent bar of soap, for instance, 
cost a dollar in Lebanon in January, 1946. Shoes were from $45 
to $74 a pair, and $35 was paid for an aluminum pan.‘ These rising 
prices have shifted the countries of the Near East from among 
those with the lowest cost of living and of production and placed 
them among those with the highest in the world. 

The productivity of labor in the Near East reaches only one- 
third to one-half of American or British standards. Rationalization 
and increased productivity of the worker, about which there is 
much discussion in Palestine and Egypt, is a slow process. In the 
Near East increased local production and, to a certain extfflit, even 
the maintenance of existing production depend mainly on imports 
of machinery and capital goo^, which are curtailed by the shortage 
throu^out the world and still more by the general financial 

3. Palestine. Review of Commercial Conditions, London, 1945. 

4. Christian Science Monitor, January 21, 1946. 
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sitaatiaa.* During the war years a great deal of the existing ma- 
chinery and tools have worn out, and such equipm^t is not easy 
to get ansrwhere nowadays. Moreover, the Near Eastern countries, 
either belonging to the Sterling Bloc or having a mcmetaiy agree- 
ment with Great Britain, are unable to trade with countries like 
the United States or Switzerland for lack of “hard currency,” and 
the allotments of the pool in London are very small. Only Iraq’s 
allotment, according to the An^o-Iraq Scarce Currencies Agree- 
ment for 1945, was higher than her earnings in dollars. 

Turkey does not belong to the Sterling Bloc and has a financial 
agreement with Great Britain which provides for a kind of clearing. 
According to this Trade and Payment Agreement, the Central 
Bank of the Turkish Republic is to open a “Turkish account” at 
the Bank of England into which all payments due to Turkey are 
to be paid. The amormt which accumulates in the “Turkish 
accounts” can be used for payments inside the Sterling area and 
20 per cent also for payments outside the Sterling area. 

In the second place, a great part of the resources of this region 
are frozen in London as so-called “war balances.”* Great Britain 
is neither able to pay her debts in cash now nor to deliver machinery 
in payment. Neither is she interested in doing this, since she must 
export 150 per cent as much as she did in prewar years if she 
desires to restore her prewar standard of living. Since VE and VJ 
Days she has succeeded in greatly increasing the exports of hard- 
ware, tools, electrical equipment, ^assware, pottery, and artificial 
silk. She is lagging behind with textiles and other goods, partly 
because during the war local production has sprung up in some 
cotmtries which were formerly customers for British textiles. 
British circles are therefore very reluctant to deliver machinery to 
the newly-created industries of the Near East in order to avoid 
strengthening competitors. 

The United States loan to Great Britain and the consequent 
easing of currraicy restrictions will, of course, improve the situa- 
tion for the Near Eastern countries, but the repayment of the so- 

6 Cf also, B D. Weinryb, “Britain’s War Debts m the Mid^ East,” 
Asia and the Americas, Felvuary, 1045. 

6 The importanee of these war balances could be gauged from the 
fact that 120 milhon pounds which Great Britain owes to Palestine equals 
almost the whole import of capital dunng the interwar years, and the 3S0 
milhon pounds wbkih Great Britain owes to Egypt equals about ten years of 
government revmue according to prewar situations. 
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called 'Var balances” remtuns unsettled. However, the freeing of 
future dollar earnings of these countries, which Great Britain has 
prconised, will bring partial relief. Egypt is likely to continue to 
experience a deficit in dollars. The principal export conunodity of 
Egypt is long-staple cotton, and its import into the United States 
encounters the opposition of the protective tariff and the compe- 
tition of rayon and nylon. Egypt’s dollar earnings are estimated 
at 13-14 million, while her import needs from America amount to 
about 50-60 million. Iraq will probably also not have an ample 
doUar income, although the improvements which were made last 
year in the date-packing plants at Basra meet the sanitary r^ula- 
tions the United States and the Iraqi dates will now find a market 
here. Raw wool, hides, and skins from Iraq will also find a good 
market in the United States. 

These dollar earnings, however, do not seem to suffice for the 
payment of necessaiy imports. The decrease of American exports 
via Iraq and Iran to Russia has brou^t about a decline in Iraq’s 
dollar earnings, which are put at four million dollars, yet she needs 
14-15 million dollars to pay for her imports. Turkey finds herself 
in a peculiar position. Great Britain is reluctant to buy in Turkey at 
the current hi^ prices and thus enable Turkey to accumulate 
balances in the “Turkish accounts.” Great Britain would have to 
balance her purchases in Turkey with the delivery of other com- 
modities plus a certain percentage in hard currencies.^ 

Palestine alone has, and is likely to cmitinue having, a surplus 
of dollars originating from exports and from invisible items. The 
exports from Palestine to the United States grew during the war 
years, mainly because of the development of the diamond industry, 
from JEP 97,000 ($48,500) 3 ^arly average in 1937-39 to £P 2,339,000 
($9,358,000) in 1943. Since 1943, the diamond exports from 
Palestine to the United States have almost doubled. A considerable 
flow of dollars to Palestine also results from institutional contri- 
butions and private investments. In the years 1939-43 insti- 
tutional remittances from the United States averaged £P 1,853,000 
($7,412,000). In 1944 and 1945 they were considerably higher, and 
those for 1946 and 1947 will undoubtedly be still higher, as a result 
of the U.J.A. drives. 

7. In the last months of 1946 a solution was sou^t in the devaluation 
of the Turkish currency. It remains to be seen, however, to what extent the 
devaluation of the currency will influence Turkish exports in the long run. 
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Near Eastern industries are also faced with other problems. 
Some of the new factories used raw materials which had to be 
procured frooi distant places, and they recrived the assistance of 
the Middle East Supply Center in this connection. Now, however, 
the situation is different. The textile industry in Palestine, for 
instance, depends upon the import of yam which comes mdstly 
from India, and upon local producticm. There are in Palestine two 
factories for production of yam with about 15,000 spindles. In 
order to meet the textile industry’s requirements for yam, the 
number of spindles would have to be increased fourfold. How- 
ever, influential circles in England are opposed to exporting 
textile machinery, since they want to retain foreign markets 
for their cloth. As a result te.xtile production had to be curtailed, 
although lately yam has been imported from Brazil, and is just 
beginning to come in from Italy. 

For Palestine another problem exists, that of the Arab boycott. 
During the war Palestine’s industiy started to produce not only 
for the local market but for export to neighboring countries as well; 
pharmaceuticals, clothing, shoes, dyes, glassware found a market 
in the Near East. In the last year, the agitation in some of the 
Arab countries, mainly in Egypt, against the products of Jewish 
industry in Palestine has become more pronoimced. In conjunction 
with its political agitation, the Arab League launched a boycott of 
“Zionist” industiy at the be^ning of 1946. Palestine, it is true, 
imports much more from neighboring Arab countries than she 
exports to them (£P 8,000,000 against £P 3,260,000 in 1944) and 
is therefore in a position to retaliate against the boycott; but in 
the long run the economic policy of the Arab countries may never- 
riieless pose a serious problem for Palestine. 

All these problems are of grave concern to the coimtries m 
question. In almost all of the Near Eastern countries there are 
discussions about maintaming industries, reducing prices, in- 
creasing productivity, and re-equipping factories with the most 
up-to-date tools. They regard it as necessary to devote more at- 
tention to technical education, and a demand is being voiced for the 
estabUshm^t of state industries or of state-supported industries. 
In the face of the necessity for enlarging her armies and increasing 
her defense forces in view of the British withdrawal, there is also 
in Egypt a demand for the creation of new factories for arms 
production. And the introduction of hi^ customs tariffs, to 
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protect local industries from foreign competition, is advocated. 

It is difficult at this point to foresee the course of events in the 
Near East and to predict which war industries will survive in the 
postwar period. Hus will depend not cmly on economic factors, 
but on political factors as well. One th^ seems to be dear, 
however: the war gave industrialization a great impetus. Whatever 
the lot of the individual factories, mdustiy is sure to occupy a 
prominent place in the economies of these countries, or at least m 
Egiri-j Palestine and Turkey. Moreover, the Near East is becom- 
ing a center of oil production and refining, and the availability of 
fuel will undoubtedly influence industrialization. These facts are 
of importance, both for the future situation of the Near East and 
the trade relations with that region. 

Bebnabd D. Weinbtb. 

Niw York Citt 
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The theory of bilateral monopoly has a direct bearing, not 
merely on price and output in certain product markets, but also on 
the more generally significant problem of wage rates and employ- 
ment under collective bargaining. In the contemporary institu- 
tional setting, it is impossible to develop a reasonably realistic 
value theory without relying heavily on the theory of bilateral 
monopoly. It therefore seems worth while to examine the present 
state of bilateral monopoly theory and the possibilities of adapting 
it to the conditions prevailing in the labor market. What are the 
^‘accepted views'^ concerning the determination of price and out- 
put in bilateral monopoly? Should these be regarded as valid or 
should they be modified and supplemented in certain respects? 
How could they be adapted to fit the conditions in which wage rates 
and employment are determined by collective bargaining? The 
following discussion centers on these questions. 

The Present State of the Theory ^ 

The present stage of development of the theory of bilateral 
monopoly is well described in a note by Gerhard Tintner. Tintner^s 

1. This article developed from detailed discussioiis with Professor Howard 
8. Ellis. Much of what is o<mtained in the article is his contribution. 
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note is based mainly on Professor Bosley's position, as repressed 
in 1928 under the influence of Wicksell’s and Schumpeter’s ciitickm 
of his earlier opinions. Professor Hicks has further elaborated on 
Bowley’s revised views.’ Essential features of this position are also 
accepted in Heinrich von Stackelberg’s presentation of the prob- 
lem.* No attempt will be made to trace the line of descent of this 
position beyond what was just said. 

A brief summary of these “accepted views” will now be pre- 
sented. The simplifsdng assumptions used in the following accoimt 
are not precisely identical with those adopted by previous writers, 
but in no essential respect will the account given here deviate from 
previous statements of the theory. 

Let us assume that one of two firms produces a ratv material 
which is used by the other firm to manufactme a finished commod- 
ity. The producer of the finished commodity is a monopsonistic 
buyer of the raw material. He may be a monopolistic or a com- 
petitive seller of his own product. At any rate, his customers are 
cranpetitive buyers, and the industries from which the producer of 
the raw material buys Ms materials are competitive industries. 
Consequently, the producer of the finished commodity is faced with 
the usual kind of demand function for his product, and the producer 
of the raw material is faced vnth the usual kind of supply fimction 
for the materials he uses. The “unusual” problems — those typical 
of bilateral monopoly relations — arise in connection with the 
passing of the raw material in question from its producer to the 
producer of the finished good. The questions to be answered are 
these: what quantity of the raw material will be produced and sold 
to the manufacturer of the finished commodity; and what price 
will be paid for the raw material? All other price and quantity 
questions arising in the model are answered by the traditional 
theories of monopoly and competition. 

2. Cf. Joseph Schumpeter, “Zur folgmdmi Arbeit Shut WickMll's,” 
Archiv fuer Sozialwissenschaft und Sosialpolitik, Vol. LVIII, 1927, pp. 2SQff.; 
Enut Wicksell, “Mathematische Natioualoekonoihie,” ibid. pp. 27^.; A. L. 
Bowley, “On Bilateral Monopoly,” Economic Journal, Dumber, 1928, 
pp. 651ff.; J. R. Hicks, “Annual Swey of Economic Theory: The Theory of 
Monopoly,” Econometrica, January, 1935, pp. 16ff.; Gerhard Tintner, “Note 
on Bilateral Monopo^,” Jourhal of Political Economy, April, 1939, pp. 263ff. 
Bowley’a earlier position waS presented in Mathematical Groundwork of 
Eotmomica, Oxford, 1924, p. 62. 

3. Heinririi von Stackelberg, Marktform und Oleiohfewicht, Wien und 
Berlin, 1934, pp. 24ff. 
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According to what we have called the “accepted views,” the 
answers to these questions are as follows. Three cases ehould be 
distinguished, (a) the dominance of the buyer of the raw material 
(that is, of the producer of the fini^ed commodity), (6) the domi< 
nance of the seller of the raw material (that is, of its producer), 
and (c) maximization of the joint profit of these two producers. 

Case (a) is defined by the characteristic that the sell» of the 
raw material is sufficiently weak in relation to the buyer to set up a 
supply schedule, which coincides precisely with his marginal cost 
funcHon {MC). The buyer, who in this case “dominates,” chooses 
the point along this function which is most favwable to him. This 
he will do by equating the mar^^ function corresponding to the 
supply curve, that is, the function which is marginal to the marginal 
cost function of the seller (MMC),* with the net marginal value 
product function (MVP) of the raw material in his own miterprise. 
The margintd function to the marginal cost functicm of the sdler 
(MMC) is the marginal cost of the raw material to the buyer.* 
He maximizes his profit by equating this with the marginal value 
product (MVP) of the raw material to him. The price pmd for the 
raw material will be that indicated by the supply sch^ule of the 
seller, that is, by his marginal cost function (MC) for the quantity 
equating MMC with MVP. These conditions, as well as those 
characteristic of cases (6) and (c) may be read from Figure I. 

Case (b) is defined by the property that the buyer of the raw 
material — that is, the producer of the finished commodity — is 
sufficiently weak in relation to the seller to set up a demand func- 
tion for the raw material. This demand function is the (net) 
marginal value product function (MVP) of the raw material to him. 
The seller of the raw material, who in this case “dominates,” 
chooses the point along this function which is optimal to him. This 
he finds by equating the marginal function corresponding to the 
demand curve of the buyer, that is, the function which is marginal 
to the marginal value product function of the raw material to the 

4. In other words, the function bears the same relation to tiie 

cost functi<Mi as the latter to the average cost function. If the aggregate coat 

for any quantity z is thm ihe average cost « , and 

5. For the marginal cost function itself is the supply function of the seller 
and, thereby, the average cost function to the buyer. 



QUARTERLY JOURNAL OF MSONOMICS 


m 

buyer (MMVP),* with his own marginal cost function (MC). 
The reasons are analogous to those discussed in connecticm with 
Case (a). The price charged will be that indicated by the demand 
function of the buyer (MVP) for the quantity equating MMVP 
witihMC. 

Cases (a) and (6) are intended to be “limiting cases” of a range 
of possibilities, in the sense of expressing “extreme weakness” of 
the two parties, respectively, and “dominance” of the other, in a 
sense implicitly defined by the behavior of the parties. For this 
range of prices and outputs the outcome is indeterminate. How- 
ever, as will be seen presently, the weakness assumed in Cases (a) 
and (b), respectively, is “extreme” (or the “dominance” of the 
other party is complete) only if we exclude the possibility of im- 
posing an all-or-none clause on the opponent. If all-or-none clauses 
are excluded, the complete lack of bargaining power expresses itself 
in the setting up of a market schedule (supply schedule or demand 
schedule, as the case may be). This is precisely what is implied in 
the discussion of Cases (a) and (6). Yet if all-or-none clauses are 
used by a party, then the other may do worse. He may be pushed 
down to the zero profit level. This is worse than having to set up a 
supply schedule or a demand schedule and letting the other party 
select a point along this schedule, because the point so selected is 
usually better than a zero profit point from one’s own point of 
view. 

Case (c) is characterized by the assumption that the two pro- 
ducers maximize their joint profits. This they will do by equating 
the marginal cost function of the seller with the marginal value 
product function of the raw material to the buyer (that is, by equat- 
ing MC with MVP). The price — in contrast to the quantity — 
is “indeterminate”: it may vary between the price shown by the 
average cost of the seller and that shown by the average value 
product function of the buyer, for the quantity equating MC with 
MVP. The sales contract will usually have to include an all-or- 
none provision. Otherwise, for any given price, the seller would 
prefer to deliver the quantity determined by the equality of MC 
with that price, while the buyer would prefer to buy the quantity 

6. Let the aggregate value product of any quantity x of the raw material 

be fix). Then the average value product , and Af VP «■/(*), MMVP 
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determined by the equality of MVP with the same price. €onae> 
qu^tly, the maximization of joint profit loUhotU an all-or-none 
clause would be possible only at the price which equals MC and, 
at the same time, MVP. This actually is one of the prices lying 
between the average cost function of the seller and the average 
value product of the buyer, for the quantity that maximizes the 
joint profit. But it is merely one of these prices. For all other 
prices an all-or-none clause is required. 

In Case (c) the outcome of the bargain is on Edgeworth’s 
familiar contract curve. The contract curve is defined as the locus 
of bargmns from which it is impossible to move towards another 
bargain so as to improve the position of one party without worsen- 
ing that of the other. In otW words, if we had represented the 
relevant data of the two firms by profit indifference curves,^ in- 
stead of by cost and value product functions, then Case (c) would 
be marked by a definite stretch along the line connecting the points 
of tangency of the buyer’s indifference map with that of the seller. 
The relevant stretch is limited by the zero profit level of the seller, 
on the one hand, and by that of the buyer, on the other. However, 
it is simpler to represent the problem with the aid of cost and value 
product functions. 

The raw material output of Case (c) is the “competitive out- 
put” in the sense that the bilateral monopoly relationship per ae 
does not distort the competitive pattern of allocation, provided it 
does not change the production fimctions. If in all other stages of 
the structure of production, selling and buying were purely com- 
petitive (which would imply that the monopsonistic buyer of the 
raw material was a competitive seller of his product), then the 
allocation of resources would be Such as in pure competition. The 
same would be true if “Case (c) bilateral monopoly” existed in all 
stages in which products pass from one producer to another. 

Figure I represents the theory here summarized. The arrows 
indicate the direction in which the value product functions, on the 
one hand, and the cost functions, on the other, shift, if both on the 
demand side and on the supply side new firms enter which produce 

7. For the indifference curves in question, the raw mateml price would 
be measured along the ordinate, and the raw material quantity pi^uoed and 
sold, on the abscissa. The indifferenoe curves would show given aggregate 
profits. The curves of the seller would be convex to the origin, those of the 
buyer concave. 
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close substitutes of the products of the two ^'original” firms and 
use similar factors of productions. The competition of these firms 
tends to shift the value product functions down and the cost func* 
tions up. The limiting situation would be characterized by an AC 
function that lies above the AVP function everywhere except at a 



QUANTITY OF IV^MATERIAL 

FIGURE 1 


Average Cost 
Marginal Cost 

ilfAfC-Marginal to the Marginal Cost 
AFP —Average Value Product 
AfFP — Marginal Value Product 
AfMFP— Marginal to the Marginal Value Product 
Quantity produced if buyer dominates 
Pa —Price paid for raw material if buyer dominates 
Quantity produced if seller dcMninates 
Pj— Mce paid for raw material seller dominates 
Quantity produced if joint profit is maximized 
Pal -Lower limit of price if joint profit is maximized 
Pd* "Upper limit of price if joint profit is maximized 

For precise definition of the functions, see footnote 4, p. 506 and footnote 
5, p. 506. 
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aini^e pdnt of tangency. The MC and the MVP funotioos would 
th«i intersect precisely below the point of tangency. In other words, 
in this limiting situation, the equilibrium becomes determinate. 
Only Case (c) equilibrium is conceivable, because in all other cases 
at least one of the two firms suffers a loss; and, for the same reason, 
the price must be that corresponding to the tangency of AVP with 
AC. But this is merely a limiting situation of no practical sig- 
nificance. 

We believe that the theory portrayed in figure I calls for 
reconsideration in certain respects. However, it will be easier to 
develop our suggestions after having extended the theory to labor- 
mtmagement relations. 

Extbnsion to liABOB-MAiTAQsaiBNT Rslationb: 

Wage Theort on the Specihc EQumiBRiuM Level 

In view of collective bargaining, labor-managment relations 
typically contain an element of bilateral monopoly. They also 
contain important non-economic elements which cannot be ap- 
proached from this angle, or can be brought in only indirectly. 
But the economic element, centering on wages and their equiva- 
lents, is significant enough to justify the attempt to apply the 
theory of bilateral monopoly to labor markets. The verdon of the 
theory summarized in the preceding pages is not directly applicable, 
because the behavior of the suppliers of labor services cannot be 
interpreted in terms of cost functions (in the usual sense of the 
term). It is useful to substitute an indifference map for the cost 
functions of Figure I. The shape of the indifference curves must 
reflect the assumptions which are made concerning the attitude of 
the labor representatives with re^)ect to the advantages of high 
wages, on the one hand, and more employment (less unemploy- 
ment), on the other. An attempt wiU be made to indicate briefly 
the main features of the model in which the problem of labor 
markets may be discussed. 

An indifference map should be defined for the union, between 
wage rates (ordinate) and the quantity of employment (abscissa). 
The average and the marginal value product function of labor to 
the enterprise diould be drawn into the same diagram (i.e. with 
the identical abscissa) . The value product fimctirms show the AVP 
and MVP of different amounts of labor input to the enterprise. 
These value product functions should be given an “inverse U- 



510 


QUARTERLY JOURNAL OF ECONOMICS 


shape.”* At least three assumptions are worth distinguishing with 
respect to the indifference map. 

Assumption I: the indifference curves are horizontal lines, and 
the indifference level for the imion rises monotonically with rising 
wage rates. This means that the union is the better satisfied, the 
hi^r the wage rate, regardless of what the quantity of employ- 
ment is. In this event, what is the upper limit of the bargaining 
range, i.e. what is the best the union coiild accomplish against a 
firm completely lacking “bargaining power”? Obviously, the union 
would aim at the wage rate (indifference line) which is tangential 
to the average value product function at the maximum point of 
the latter, and which intersects with the marginal value product 
function at toe same point (i.e. at toe maximum point of AVP). 
If the wage rate were raised higher, the firm would go out of busi- 
ness. The lower limit of toe bargaining range, on the other hand, is 
determined by the wage rate (indifference line) below which it is 
impossible to push the union, either because at lower wage rates 
the workers in question prefer alternative employment oppor- 
tunities,' or alternative types of organization, or because govern- 
ment regulations prevent the lowering of wages below this level. 
In reality, the wage rate will lie between the upper and the lower 
limits of toe bargaining range, and it will be determined by the 
relative bargaining power of the union and the management, re- 
spectively. The amount of employment will be determined by the 
point of intersection of the wage line (indifference line) on which 
the two parties agree, with the marginal value product function.^ 

Assumption II; the indifference curves are horizontal lines, as 
on Assumption I, but the level of satisfaction does not rise mono- 
tonically with rising wage rates. Instead, it rises with wage rates 
up to a certain lejvel (e.g. up to a wage level lying between Wmin 
and Wmai in the diagram in note 1, below), and then the level of 
satisfaction declines with a further rise in wage rages. This means 
that the union realizes vaguely toe existence of some relationship 
between wage rates and the quantity of employment, and that for 

8. The reader qisy wish to take a look at footnote 1, below, which will be 
ejqtlained presently. 

9. The oomplicotionB arising if, at a certain wage rate, part of the labor 
force prefers alternative opportunities and another part does not, will be dis- 
cussed later. 

1. Ihe diagrann on the next page illustrates the conditions discussed in 
the text. 
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this reason (and possibly also for other reasons) it prefers not to 
raise the wage rate beyond a certain but possibly vaguely defined 
limit. For the unemployment arising at '^unusually higV^ wage 
rates (and possibly also for other m^adjustments), the union would 
be made ‘‘responsible.” But up to the wage level in question, it 
prefers higher to lower wages, regardless of the amount of employ- 
ment. Then the upper limit of the bargaining range is set by the 
wage level just described.* The lower limit is the same as on 
Assumption I, above.* Employment will always be determined by 
the intersection of the wage line on which the two parties agree with 
MVP. 

Assumption III: the indifference curves are concave from 
above, that is, they are shaped like the indifference curves applying 



EMPLOYMENT 


upper limit of bargaining range. 

IFmin* lower limit of bargaining range (determined by alternative oppor- 
tunities or govenunent regulation). 

The two curves express the average and the marginal value product of labor. 

2. Assuming that this wage level falls short of TTmax in footnote 1, above, 
If it does not fall short of then TTmaz is the upper limit in this case, as 
on Assumption I. 

8. Amumptions 1 and II are discussed abo in the author’s Monetary 
PolicieB and B^ll Employment. (Berkeley: University of California P^, 
1246, Appendix to Chapter III.) 
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to two consumer goods. This means that the union realises o<m- 
sistently that, throu^out the range of possible outo<Hnes, it is 
makii^ a choice in which the amount of employment is involved 
as one of the variables, and that hi^ wages and higher employ- 
ment are sources of satisfaction for the union, standing to each 
other in the relationship of imperfect substitutes. Two subcases 
should be distinguished. 

(Subcase I) : it may be assumed that the labor contract relates 
. merely to the wage rale (or, more precisely, that it does not extend 
to the amount of employment supplied). In this event, the highest 
conceivable bargmning power of the imion would establish the 
wage rate corresponding to the tangency of the marginal value 
product function with the indifference map of the imion.^ In other 
words, that point of the MVP function would be realized which is 
the most favorable on the indifference map of the labor representa- 
tives. This statement should, however, be qualihed by the propo- 
sition that if the point so located lies above the AVP curve, then 
even the maximtuu bargaining power of the union would establish 
a lower wage rate, namely, that corresponding to the intersection 
of MVP with AVP. The highest conceivable bargaining power of 
the film would lead to the establishment of a wage rate correspond- 
ing to the intersection of the MVP function with the indifference 
level below which it is impossible to press the rinion. (The concept 
of this “lowest possible” indifference level was discussed on p. 510 
in connection with Assumption I.) At any wage level employment 
will be determined by the equality of that wage rate with the 
marginal value product. 

(Subcase II) : if the amount of employment supplied is included 
in the labor contract — that is, if the contract contains an all-or- 
none clause — then the maximum bargaining power of the union 
could establish the wage rate corresponding to the tangency of the 
average (not maiyinal) value product function with the indifference 
map. The uniOi would then enforce the amount of employment 
measured by ilw tlMcissa of this tangency The lower limit of the 
baigaining range Would be set by the intersection of the marginal 
curve to the “lowed possible” indifference line witli the marginal 
value product function. This intersection point determines the 

4. The diagram contmed in footnote 5, below, will be heb>ful for viaual- 
iaing these oonditione. 

6. The dietinotion between the point of tangency of the indifference map 
witti MVP, on the one hand, and wi^ AVP, on the other, is illustrated by the 
dtagram on the next page. 
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employment for the maximum bargaining power of the firm, and 
the corresponding point of the “lowest possible indifference curve” 
indicates the wage rate. In other words, the “lowest possible” 
indifference curve becomes the supply curve in these circumstances, 
and the firm chooses that point ^ong the “supply curve” which is 
most profitable to itself. (This it cannot do in Subcase I, Assump- 
tion III, because in that subcase the labor contract established a 
horizontal supply function.) 

figure II shows the procedure by which the most profitable 
point along the given indifference curve is found in Subcase II. 

The contract curve along which the bargain must lie, if an all- 
or-none clause is included in the contract, consists exclusively of 
points such as R, lying along each indifference curve and found 
with the same “marginal” method as was used to locate R on 
indifference curve LI in Figure II. The lowest-wage point on the 
contract curve is R in Figure II; the highest-wage point is that 
determined by the tangency of the indifference map with AVP 
(cf. the diagram in footnote 5 on p. 512). This latter point can 
also be found by the method used in Figure II, since it is the high- 
est-profit point along the indifference curve which has a point of 
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tangenoy with AVP. (All other points of this indifference curve 
eorrespond to negative profits.) Consequently, the intersection of 
the marginal curve to this indifference curve with MVP lies pre- 



A VP -Average Value Product Function 
MFP— Marginal Value Product Function 
L/— Lowest possible Indifference Curve 
AfL/-Mar^al curve to the lowest possible Indifference Curve 
LP- Corresponding wage rate 

cisely below the tangency of the indifference curve itself with AVP. 
In general, this method is suitable for deriving the contract curve, 
because the method locates the highest-profit points along the 
subsequent indifference curves, and the contract curve consists of 
these highest-profit points.* 

The conclusion may be drawn that wage contracts including 
all-or-none clauses offer certain advantages over ‘‘simple^^ wage- 

6. Another suitable method would be that of constructing a profit- 
indifference map for the firm, consisting of indifference curves which show 
combinations of wage-rates and amounts of employment yielding a given 
aggregate profit. The contract curve consists of points of tangency of this 
profit-indifference map with the indifference map of the union. 
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rate eo&tracts, if the union’s indifference map is concave. For the 
aQ-oivnone clause puts the parties on a point of the contract curve 
from which, by definition, it is impossible to move in any directacm 
so as to improve the position of one party without worsening that 
of the other. The “simple”wage'rate contract, on the other hand, 
puts the parties on the intersection point of a horisontal wage line 
with MVP, and from such a point it is possible to move so as to 
improve the position of both (or of one without worsening that of 
the other). For example, in the absence of an all-or-none clause, the 
union could never agree to a wage rate as low as LB (Hgure II), 
because for such a wage rate the firm would choose the emfdoyment 
determined by the intersection of MVP with the horisontal line 
through R, and this point lies below the lowest possible indifference 
level. Or, for the wage rate corresponding to the intersection point 
of LI with MVP, the firm would choose the absdssa of the inter- 
section point, itself, and this is no better for the union, but worse 
for the firm, than point R on Figure II. As Professor Leontief 
showed recently (with asomewhat different apparatus, but the same 
kind of reasoning),^ the analysis proves that guaranteed annual 
wage contracts are superior in certain respects to ordinary wage 
contracts. The commonsense of the matter is that a lower wage 
rate coupled with higher employment may be preferable, notmerely 
to the firm but, in certain circumstances, also to the union. The 
advantage of the “all-or-none” disappears when the indifference 
map of the union consists of horiscmtal lines. In this event the Ofuir 
come of the bargain will lie along the contract curve, even ^ the contract 
relates merely to the wage rate. The intersection of a horizontal wage 
line with MVP determines the same point as the intmsection of the 
marginal curve to the wage line with MVP. In other words, with 
a horizontal indifference map, there is no difference between the 
method by which the amount of employment is determined for any 
given wage rate on Assumptions I and II (with no all-or-none 
clause) and the method by which the contract curve is derived for 
wage contracts including “all-or-none” propositions. 

Even if the indifference map of the union is concave, the merits 
of an all-or-none clause cannot be judged on the basis of the fore- 
going considerations alone. Wage contracts are usually 'concluded 
for some considerable period of time in advance. Consequently, 

7. Wassily Leontief, “The Pure Theory of the Guaranteed Annual Wage 
Contract,” Journal of Politioal Economy, February, 19ta, pp. 79-79. 



616 


QUARTERLY JOURNAL OF ECONOMICS 


employment guarantees, or wage guarantees, shift a substantial 
degree of uncertainty to the firms. This will ordinarily induce them 
to act as if their value product functions were lower than what 
corresponds to their best guess as to the profitability of their busi- 
nesses at the moment when the contract is concluded. Such allow- 
ance for uncertainty® is, of course, a deflationary factor. If, on the 
other hand, they should prove to be too venturesome in estimating 
their value product function, they would become involved in diffi- 
culties, which also might adversely affect the economy as a whole. 
These disadvantages may frequently outweigh the advantages dis- 
cnissed in the preceding pages. 

Some Complicating Factors 

So far the analysis has assumed that, at all wage levels which 
might be set on the basis of the foregoing theory, enough individual 
workers are available to allow the firm to equate the wage rate to 
the marginal value product of labor. In a range of wage rates in 
which individual workers are available only in numbers insufficient 
to equate the wage rate with MVP, the traditional supply surve of 
labor becomes a significant concept. The supply curve may be 
upward sloping or backward rising, depending on whether the 
shortage decreases or increases with rising wage rates. If the supply 
curve is upward sloping, both the upper and the lower limit of the 
bargaining range may fall in the range of the shortage.® If the supply 
curve is backward rising, the lower limit cannot fall in the range 
of the shortage.^ In case the upper limit falls in the range of short- 
age, the highest w age rate the union could obtain is that corre- 
sponding to the intersection of the supply curve with the average 
value product function. In case the lower limit falls in the range of 
shortage, the best the firm could accomplish is the monopsony 
wage rate, i.e. the wage rate indicated by the supply curve, for the 
amount of employment w^hich equates the marginal labor cost 
function (that is, the marginal fimction corresponding to the supply 
curve) with the MVP function. For the range of shortage, it is 

8. That is, for the kind of “risk” to which the probability calculus proper 
cannot be applied. 

9. That k, the highest wage an unopposed union could obtain and the 
lowest wage an anoppo^ hrm could establish might fall in the range in which 
not enough worhM are available to equate the wage rate to Af FP. 

1. It folloWB^ the theory of monopsemy that with a backward rising 
supply curve the would find it profitable to lower the wage rate below the 

range of shortaga 
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true of my wage level on whidi the two parties might agree that 
the firm will .hire all worker available at that wage level, provided 
the average value product of all available workers does not fall 
short of that wage rate. If the average value product of all avail- 
able workers falls short of the wage rate, the same must also be true 
of a smaller number of workers.* Therefore, in this case the firm 
will go out of business. Needless to say, for the region of shortage 
Assumption III becomes irrelevant. The union will not be willing 
to make wage concessions for more employment. 

Shortages give rise to complications for other reasons also. 
We were just now concerned with “shortages” in the sense that 
not all workers are available who could find employment on the 
terms of the agreement. But “shortages” may also exist in the 
sense that increasing amounts of employment can be provided, yet 
only at the cost of increasing disutility (oveHame work). An 
attempt could be made to incorporate this consideration into the 
indifference maps, e.g. by drawing them with an upward slope for 
distinctly high levels of employment. While this might have certain 
advantages, it also has the disadvantage of requiring the introduc- 
tion of further simplifying assumptions. The fact remains that an 
increase in labor input by means of increasing the number of labor- 
ers employed has different implications from an increase in input 
by means of overtime work. Including these two phenomena in the 
same two-dimensional model requires postulating that the one, and 
not the other, phenomenon takes place in definite regions of the map. 

It seems preferable, therefore, to postulate that the model 
so far described relates to a working week of given length, and that, 
consequently, changes in employment mean changes in the number 
of workers employed. It becomes necessary, however, to add the 
following. If another wage-rate-employment indifference map is 
defined, with a given number of employed and changing hours,* 
then the union-indifference-curves in this Supplementary Model 
are always downward sloping as far as some “normal” working 
week, and from there on they are upward sloping. More employ- 
ment is prrferred for given workers up to the point where an “ade- 
quate” income is reached without “abnormally” long hours, and 
from there on more emplo}nnent is accepted only at increhsing wage 

2. Because if the supply eurve is to the left of MVP and above AVP, it 
must be above the riring range of AVP. 

8. So that a change in employment (or in labor input) means a changmg 
working week. 
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ratea (overtime rates). This conmderation determines tiie (drape of 
any one union>indifference-curve in the Supplementary Modd. 
As we move upward along the ordinate (wage-rate axis) of the 
Supplementary Model, the hig^ indifference curves have their 
Tninimiim points at lower mployment levels than the low ones, 
because at hi^ wage rates an ‘‘adequate” income is obtained with 
less work. Therefore, the length of the “normal” working week 
tends to decrease as wages rise, but not necessarily continuously. 
The shape of the union indifference maps in the Supplementary 
Model is indirectly determined by the attitudes of the employed 
labor force with respect to the advantages of leisure, on the one 
hand, and income, on the other. The Supplementfuy Model may 
be made to reflect one aspect of the phenomenon traditionally 
expressed in the “backward-rising supply curve,” but in the present 
institutional settmg it is impossible to present this aspect ade- 
quately in terms of individual supply curves. 

Considering the circumstances expressed in the Supplementary 
Model, the firm may be said to draw from two alternative sources 
of labor supply. It draws labor from the “normal working hoius- 
market” (Original Model) and from the “overtime market” just 
discussed (Supplementary Model). From the latter source, it will 
only draw if, due to indivisibilities, it cannot organize its activities 
so as to limit itself to the normal hours market. In this event, the 
residual will be drawn from the overtime market. A given level of 
satisfaction for the union corresponds to a higher wage rate on the 
overtime market than on the normal hours market. Consequently, 
given the relative bargaining power of the two parties, the over- 
time market is a more costly source of supply. 

Returning to the Original Model, it should further be added 
that if the efficiency of labor itself depends on the height of the 
w^ rate, different value product functions would have to be 
drawn for e^ potential wage rate. This would render the graphic 
representation of the problem difficult, but it is easy to indicate 
what kind of allowance would have to be made for this complicat- 
ing factor, provided the relationshh) between wage rates and effi- 
ciency is known, ha' this case, the maximum bargaining power 
of the firm would not necessarily place the xmion on the lowest 
possible ii^ifference level. It would place the union on a higher 
indifference level, provided the value product functions correspond- 
ing to this hi^T mdifference level are higher by a sufficient margiQ 
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to make for greater profits. On Assumptions I and III, the solution 
iat the maximum baigaining power of the union would still have to 
satisfy the tai^ency conditions developed in the preceding section 
of this article (cf. pp. 512, 513). But if different value product 
functions correspond to different wage rates, several wage rates 
may satisfy these tangency conditions (with the different value 
product functions corresponding to these wage rates). The highest 
of these wage rates will be chosen. On Assumption II it could merely 
be stated that a positive relationship between wage rates and efEt- 
ciency is likely to increase the wage rate corresponding to the 
maximum bargaining power of the union. On the whole, the change 
required by the complicating factor here considered mi^t be 
expressed as follows. The propositions of the preceding section of 
this article establish a relationship between wage rates, on the one 
hand, and hours of emplo 3 'ment, on the other, via “the” (average 
and margimd) value product function. If a different (average and 
marginal) value product fimction corresponds to each wage rate, 
these propositions should be reinterpreted so as to relate to wage 
rates, on the one hand, and the specific value product functions 
corresponding to each wage rate, on the other. It should be re- 
membered, however, that an upward shift of the productivity 
functions may require better wages in many industries at the same 
time, for it may require a change in the environment in which work- 
ers live. This phenomenon, which is in the nature of (potential) 
external economies, may be characteristic of backward areas. In 
these circumstances, wage rates may tend to be lower than would 
be in the interest of the employers (and, of course, also of the 
workers). 

A further significant complioating factor, so far disregarded, 
arises from discontinuities in the value product functions. These 
result in ranges of indeterminateness within which wages may 
change without affecting the level of employment. The discon- 
tinuities in the value product functions may be caused by discon- 
tinuities in the production functions, or by discontinuities in the 
marginal revenue functions (cf., for example, the case of kinked 
demand curves). They are much more important in the short run 
than in the long run ; and even in the short run, they are much less 
important iot the economy as a whole, or for substantud segments 
of the economy, than fm specific firms. Extension of the analysis 
to the economy as a whole gives rise, however, to problems of a 
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different character, which will be considered briefly in the next 
section of the {ui;icle. 

Wo have consistently disregarded the fact that the wage bar- 
gain relates to a variety of wage rates for different types of labor, 
rather than to a single wage rate, and also the fact that certain 
economic advantages may accrue to the workers, not in the form of 
wage payments, but in other forms. Furthermore, the foregoing 
presentation did not explicitly take into account the circumstance 
that one and the same wage agreement may relate to many firms. 
In principle nothing stands in the way of extending the analysis 
to these aspects of the problem, except that the exposition would 
become more involved. However, the problem of the non-economic 
objectives of firms and unions is a different matter. This problem 
could be brought in only indirectly, for instance, in a detailed 
discussion of the determinates of the two bargaining limits (cf. 
p. 510 and p. 612). 

Wage Thbobt on the General EgtHLiBRiinii Level 

Let us assume that wage rates change for the economy as a 
whole, with no primary change in the value product functions 
(e.g. in conseuqence of a change in relative bargaining power). 
In this event, the value product functions themselves will also 
change under the impact of changes in a^egate demand. This is 
one reason why a theory such as we presented in the preceding 
sections needs to be amended, if we wish to go outside the frame- 
work of the specific equilibrium approach. The other reason is 
connected with cross-elasticity relationships, with which we will 
not be concerned here. 

An autonomous rise (fall) in money wage rates presumably 
tends to raise (lower) the value product functions because prices 
tend to rise (fall). Will the wage change be just offset by the shift 
in the value product functions, so that employment remains un- 
changed? Or will the wage change be less than offset by shifts in 
the value product functions, so that ^ployment falls with rising 
wage rates and vice versa? Or will it be more than offset, so that 
employment rises and falls along with the money wage rate? An 
acceptable wage theory diould contain an elaborate analysis of 
these possibilities, as well as a specifie equilibrium discussion along 
the lines previously cmisidered. We shall limit ourselves to making 
a brief suggestion. In developing it, we shall consider a wagp^ 
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incr&ue ratiier tium a decrease, but all statements could be re- 
peated for a fall in wages,, provided the expreasions “lowering” and 
“downward shift” are substituted for “rise” and “upward shift.” 
We shall assume that, after the rise in question, wage rates are expected 
to remain unchanged. 

In the event of an autonomous rise in money wage rates for the 
economy as a whole, certain forces are generated, among which we 
distinguish two. Force I tends to raise the value product functicms 
less than what corresponds to the wage increase, and consequently 
it tends to reduce emplo3rment. In other words, the upward shift 
of the value product functions under the impact of Force I is less 
than is necessary to “offset” the wage rise, so far as the effect on 
employment is concerned. Force II produces a further upward 
shift in the value product functions, and consequently it tends to 
raise employment above the level to which Force I reduces it. In 
certain ranges the joint effect of the two forces may be sufficient 
to maintain aggregate employment at its initial level or even to 
increase it. In other ranges, this will not be the case. 

Force I is generated by the circumstance that, in the economy 
as a whole, investment expenditure per unit of consumer demand is 
likely to fall when wage rates rise. Wt^e incomes (as a source of 
demand) possess a much more direct bearing on consumer demand 
than on the demand for investment goods. Part of the investment 
demand is not closely related to consumer demand, but, instead, is 
based on the expectation of such investment demand in the next 
period, which, in turn, will again be based on the expectation of 
investment demand in the following period, etc. For this kind of 
investment activity (“investment for further investment”), wages 
are costs, but not, in any direct sense, demand-influencing factors. 
Therefore, a general wage rise is likely to lower investment demand 
per unit of consumer demand. Aggregate consumers’-plus-investors’ 
expenditure (i.e. aggregate income) will rise, but it will rise in a 
proportion smaller than that in which wage income and consumers’ 
expenditure rise. Wage income will amount to a higher share of 
aggregate income. Consequently, real wage rates will tend totrise 
and employment will tend to fall.* This is how Force I operates. 

4. A crude version of the Keynesian theory would maint^ that real 
wages and employment remain unchanged. This also would be our conclusion 
if m assumed that investment demtmd per unit of consumer demand remains 
undumged. In this case. Force I shifts tiie value product functions just in the 
proportion which is neoeasaiy to offset the wage rise, so far as the effect on 
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Force II is produced by the circomstanoe tiiat Force I raisra 
the average propensity to consume in consequence of the rise in 
real wage rates. Logically, a full employment economy is con- 
ceivable in which the average propensity to consume is very low, 
and in which most of the economic activity is investment for further 
investment, as described in the preceding paragraph.* (Aggregate 
consumption would, of course, still be rising with aggregate income, 
as long as the marginal propensity to consume is greater than 
zero.) Yet in such an economy the uncertainty attaching to profit 
expectation would be very high, and crasequently a high level of 
employment would be ui^ely to materialize. An increase in the 
average propensity to consume diminishes the uncertainty attach- 
ing to profit-expectations, because consumer demand is a more 
stable and “dependable” constituent of aggregate demand than is 
the demand for investment goods. Force II operates through this 
decrease in imcertainty, and it tends to increase aggregate output 
and employment. If the value product functions of labor are 
defined net of the costs of the cobperating factors, indvding the 
costs of hearing uncertainty, then the effect of Force II may be 
expressed by saying that a further upward shift is produced in the 
net value product functions. If we allow for the decrease in uncer- 
tainty in some other fashion, then a different terminology is re- 
quired at this point, but the outcome of the analysis remiuna 
the same. A decrease in uncert^ty tends to increase the levd of 
employment. 

Somewhat crudely expressed, the analysis suggests thidi the 
aggregate effect of a general wage rise depends on whether the 
cost-raising effect generated by Force I is stronger or wedcer than 
the propensity-to-consume-increasing effect (or uncertainty-de- 
creasing effect) generated by Force II. The joint efifeet oi Forces I 
and II is much more likely to be sufficient to maontiun, or even to 
increase, employment in a range in which the average propensity 
to consume is low and in which profit margins are high, than in a 
range in which the average propensity to consume is high and in 
which profit margins are low. Force I, alone, results in decreased 
employment, and Force II is likely to be weak in circiunstances 

employment ie concerned. Moreover, if this happens. Force II is not gen- 
erated. 

6. For detailed discussion, see the presort author’s Monetary Policies 
end Full ^ployment, Chapter II and passim. 
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oharaofetued by a high average propensity to consume and by low 
profit margins. 

Rl!C0NBn>EB4TI0N OF THE ThEOBT OF BiLATEBAL MONOPOLY 

When we reviewed the “present state” of the theory of bi- 
lateral monopoly, we distinguished Cases: (a) where the seller is 
“weak” and the buyer dominates; (6) where the buyer is “weak” 
and the seller dominates; and (c) where the seller and buyer max- 
imise joint profits. We also pointed out that Cases (a) and (b) 
should be regarded as limiting cases for a whole range of potential 
equilibria. In the present section we shall argue that this theory 
calls for reconsideration. Before discussing this question, however, 
we need to inquire how the statements conttuned in the sections 
concerned with the labor market fit into the general framework 
with which we started out in the first section. 

With the exception of one situation envisaged in the section 
on wages, the entire wage discussion is essentially a discussion of 
Case (c) equilibria. The exception is the situation considered under 
Assumption III, Subcase I, that is, the situation in which the union 
indifference map is concave, but in which the contract nevertheless 
does not extend to the amoimt of mplo 3 unent.* Aside from this 
possibility, all points that could express the outcome of wage 
bargains lie along “contract curves.” In other words, all possible 
contracts place the parties on contract curves if the problem belongs 
under Assumption 1 or II, or if it belongs under Assumption III, 
Subcase II, as discussed in the section on wage theory (specific 
equilibriiun level). ^ In all these situations a point is realized from 
which it is impossible to move towards greater sati^action for one 
of the two parties without diminishing at the same time the level of 
satisfaction of the other party. This condition is satisfied by the 
intersection points of the horizontal union indifference lines with the 
MVP curve, that is, by the points which express the possible out- 
comes of the bargam on Assumptions I and II. The same condition 
obviously is satisfied by the locus of possible outcomes on Assump- 
tion III, Subcase II, because bilateral monopoly contracts with an 
all-or-n<me clause will ^ways satisfy this condition (except for 
“mistakes” with which we are not concerned here) . Consequently, 

6. Cf. p. 512. 

7. Cf. pp. 612-613. 
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in all titese cases, we are faced with Case (c) equilibria, as dis< 
cussed in the section on the “present state of the theory,” even 
though' no all*or-none clause is postulated on Assumptions I or II. 
The characteristic property of Case (c) is that it is impossible to 
improve the position of one of the two parties without worsening 
the position of the otlier party. 

This brings us to our main point of criticism. Cases (a) and (b), 
for product markets, and Assumption III, Subcase I, for the labor 
market, do not satisfy the crucial condition in question. They 
establish a set of outcomes from which it is possible to move in 
some direction so as to improve the position of both parties at the 
same time. In other words, these outcomes do not lie along “con- 
tract curves,” and hence it would always be in the interest of both 
parties to move from such an outcome to some point along the 
contract curve which can be defined for the problem under con- 
sideration. Is it legitimate to assume that the parties will not do 
so? Are Cases (a) and (6)* for product markets, and Assiunption 
III, Subcase I, for the labor market, “legitimate” cases? 

The answer depends on whether it is reasonable to assume 
that institutional obstacles prevent the parties in question from 
moving to the contract curve (that is, from establishing'Case (c) 
instead of (a) and (b) for product markets; or from establishing 
Assumption III, Subcase II, instead of Assumption III, Subcase I, 
for the labor market). We submit that, for the labor market, it is 
reasonable to “salvage” Assumption III, Subcase I, with reference 
to institutional factors, but that, for product markets, it is unreal- 
istic to try to salvage Cases (a) or (b), or the range for which these 
are the limiting cases. On the labor market, institutional circum- 
stances typically do prevent the realization of Subcase II, instead 
of Subcase I, provided the problem belongs under Assumption III 
at all {i.e. provided union indifference maps are concave.)* But it is 
difiScult to conceive of institutional obstacles that would prevent 
the realization of Case (c), instead of the other cases, on product 
markets. 

The institutional obstacle, if it exists at all, must be an obstacle 
preventing the inclusion of an all-or-none clause in the contract. 

8. Or the cases belonging in the range for which these are the limiting 
eases. 

9. If the problem behmgs under Assumptions I or II, the difBculty here 
discussed does not arise. The outcome will be on the contract curve anyway. 
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Such an obstacle usually does stand in the way of moving to the 
contract ciuwe, if union indifference maps are concave. The period 
for which wage contracts are concluded is long enou^ to make it 
highly desirable for the management to avoid committing itself to a 
definite amount of employment. Prom the point of view of the man- 
agement, the significance of uncertmnty considerations outweighs 
the advantage of moving to the contract curve by means of an all- 
or-none clause. Without the all-or-none clause, the locus of pos- 
sible agreements is different from those shown by the contract 
curve: we are faced with Assumption III, Subcase I, instead of 
Assumption III, Subcase II. On Assumptions I and II, the outcome 
is on the contract curve, even without an all-or-none clause, and 
we are inclined to believe that Assumption II is more realistic than 
either Assumption I or Assumption III. Yet Assumption III can- 
not be excluded, and in the framework of Assumption III it is im- 
possible to exclude Subcase I. While in the “instantaneous” sense 
both parties would gain if they established Subcase II, i.e. if they 
moved to the contract curve by means of an all-or-none clause, 
imcertainty considerations typically prevent the inclusion of such a 
clause in wage contracts. 

Not so for product markets. Both parties gain at the same time 
if they move from Case (o) or (6)* to Case (c) by means of an all-or- 
none clause, and ordinarily there is nothing to prevent them from so 
doing. For an all-or-none clause is implicit in the passing of a 
product from one firm to another in all cases except those in which a 
price is “quoted” regardless of the quantity that will be taken at 
that price. All that is required to establish the equivalent of an 
all-or-none clause is not to quote prices for indefinite quantities. 
In the business relations existing between a monopsonist and a 
monopolist for a product, nothing ordinarily stands in the way of 
quoting prices for definite quantities. Whenever price offers relate 
to definite quantities, an all-or-none clause is implicit in these offers 
and in the contracts based on them. Joint profits are maximized, 
and it may be added that they are maximiz^ by a procedure that 
could scarcely be termed ooUusion. 

We may conclude, th|Kfore, that for product markets Cases 
(a) and (6) should be diatiagarded, and that bilateral' monopoly 
results in a definite (“determinate”) output, such as is estab- 

1. Or from the range of outcomes limited by these two cases. 
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lished in Case (c). This output is the "competitive” output, in tibe 
sense of being determined by the equality of the marginal cost of 
the seller with the mar^al value product to the buyer. If the 
buyer-monopolist were a competitive seller,* then the quantity of 
the finished output would be the "ideal” quantity. In this case the 
marginal value product is at the same time the value of the physical 
marginal product. If simple monopoly, monopsony, oligopoly or 
oligopsony exists in the structure of production prior to the stage 
in which bilateral monopoly occurs, or following this stage, then 
the finished output will be different from the "ideal” (competitive) 
output, but the bilateral monopoly itself — in whatever stage it 
may occur — will not contribute to this divergence, provided it 
occurs on product markets. 

On product markets, bilateral monopoly output is determinate ; 
price, however, is “indeterminate,” in the fashion indicated for 
Case (c). This statement presupposes that the parties concerned 
are well informed and “rational,” in the same sense as is implied in 
all "marginal revenue-marginal cost” propositions of value theory. 
These implications never are entirely realistic. Sometimes they 
may be quite imroalistic. But the qualifications arising from this 
circumstance, important as they are, have nothing to do with the 
problem considered in the present article. Cases (o) and (6) do not 
^er from Case (c) in that they take into account the general 
qualifications to which equilibtiiun theories are subject; they are 
“established” by the same type of theorising as Case (c). The point 
is that the specific assumptions on which Cases (a) and (6) are 
derived do not possess internal consistency. 

On the labor market, output and price are “indeterminate” 
(i.e. they both depend on bargaining power), as was established 
separately for Assumption I, Assumption II, and for Assumption 
III, Subcases I and II (pp. 610-513). Deviations from the “com- 
petitive” input must, however, be said to exist even on Assumptions 
I and 11 and on Assumption III, Subcase II, although in these cases 
the outcome of the wage bargain is on the contract curve. On 
product markets, if the bargain establishes a point on the contract 
curve, as in Case (c), the output is determinate, and it may be 
regarded as identical with the "competitive output” in the sense 

2. Or if hk product also were sold in the framework of a further bilateral 
monopoly relationship, in which he is the seller-monopolist and in which 
anothn producer is the numopsonist. 
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just mentioned (p. 626). But this is not toie of the labor market. 
The difference between the conclusion for product markets, on the 
one hand, and the labor market, on the other, is a result of the 
following considerations. 

When, on a product market, an output, determined by the 
eqiudity of marginal cost and mar^al value product, is regarded 
as the “competitive output,” a generally accepted “convention” is 
adopted.* The ultimate implications of this convention are subject 
to a definite qualification, which is well-known and which has fre- 
qu^tly been discussed (and, therefore, should not be misleading). 
The qualification is that the production functions are not altered 
by the (imaginary) change from pure competition to monopoly. 
It is generally imderstood that this is the “ceteris paribus” clause 
implied in the terminology by which a certain monopoly output on 
product markets is considered “equal to the competitive output.” 
While the realism of such a ceteris paribus clause is questionable 
indeed, it is not obvious in what direction the actual deviations go, 
and it would be unnecessarily pedantic to point out consistently 
that the monopoly output in question is equal to the “competitive 
output” only unchanging production functions are assumed. This 
is generally understood. Yet the analogous ceteris paribus clause 
for the labor market would be an absurd clause. Any terminology 
impl3dng such a clause would be absurd terminology, rather than 
merely “conventional” terminology. The clause, as applied to the 
labor market, would have to maintain that the scale of preferences, 
as between wages and employment, from which the supply-be- 
havior of the labor force as a whole is derived in competitive condi- 
tions, is the same as the scale of preferences from which uniona 
derive their supply-behavior. This would be the amdogy to the 
ceteris paribus clause, which on product markets applies to produc- 
tion functions rather than to psychological indifference maps. Less 
precisely, but more briefly expressed, the ceteris paribus clause, as 
applied to labor supply, would have to maintain that unions repre- 
sent the interests of the unemployed and of the outsiders /ust as well 
as they represent the interests of their own employed members. 

Such a clause shotdd not be implied. If “repercusidons” are 

3. Equality of mar^al coat with marginal value product also meana 
equality of marginal coat with value of the marginal physical product, if the 
buyw, in turn, sells his product in purely competitive ocraditions. If he does 
n<rt do so, the deviation from the competitive allocation is a consequence of 
this circumstance, which is distinct from those here considered. 
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included in the analysis, unions may frequently turn out to serve 
indirectly the interest of “the economy as a whole,” not merely 
those of their employed members, because they may prevent the 
extreme instability developing from a very low average propensity 
to consume. But this does not mean that the scale of preferences 
on which they act represents those of all individual workers alike. 
For the union the “level of satisfaction” derived from a one-dollar 
wage rate plus 90 per cent employment is clearly different from 
what this wage plus this degree of employment means to the em- 
ployed 90 per cent, on the one hand, and to the unemployed 10 
per cent, on the otW. The preferences “of the union” are in the 
nature of weighted averages, not in the nature of marginal prefer- 
ences for the labor force as a whole. 

The argument may be summarized as follows. On product 
markets, bilateral monopoly tends to establish a determinate out- 
put which equals “competitive output” (for the stage of production 
in which it occiu«), but the price stays “indeterminate,” as in 
Case (c). The outcome of the bargain tends to lie on the contract 
curve. On the labor market, the bargain also tends to lie on the 
contract curve — except on Assumption III, Subcase I — but this 
does not mean that the “competitive input” is established. It 
merely means that the outcome is optimal/or an aggregate consisting 
of the firm and the union. Input as well as price (i.e. wage rate) are 
“indeterminate.” They both depend on bargaining power. 

The Contract Curve and the Concept op the “Solution” 

It seems worth while to restate the argument briefly in terms 
of a concept introduced recently by Professors von Neumann and 
Morgenstem in their Theory of Games. We mean the concept of the 
“solution.”* This concept appears to be of wide applicability. Con- 
sequently, it is useful to state a specific argument, such as ours, in 
these broader terms. This will have to be done sketchily. 

Call any distribution of a total gain among the participants of 
a “game” an imputation. Adopt the following terminology; an 

4. Gf. John von Neumann and Oskar Morgenstem, the Theory of QaiaaB 
and Economic Behavior, Princeton, 1944, pp. EtU.; also the following revimr 
articles: Leonid Hurwicz, "The Tlieory of Economic Behavior," 

Economic Review, December, 194fi, and J. Marschak, "NeuoMim's and 
Morgenstem’s New Approach to Static Economics," Journal of Pofitical 
Economy, April, 1946. These t#o review artictoi were reprinted as Cowles 
Commission Papers, New Series, No. IS. 
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imputation (ii) dominates another imputation (is)» if (*i) is more 
favorable than (ii) to a number of participants which is sufficient 
to enforce (ii). Finally, define a solvdion as a set of imputations 
satisfying the following conditions: (1) no imputation belonging in 
the set in question dominates any other imputation belonging 
in the same set; (2) any imputation not belonging in the set in 
question is dominated by some element belonging in the set. A 
“game” may have more than one solution, in which case we say 
that the various solutions correspond to different standards of be- 
havior. No solution is “rationally” superior to another solution, 
just as, in the framework of any one solution, no imputation is 
“rationally” superior to the other. 

The argument of the present article may now be stated in a few 
sentences as follows. Both for the “product-market” problem and 
the “labor-market” problems previously discussed, a imique con- 
tract curve exists in each case. This is tantamount to 8 a 3 dng that a 
unique solution exists in each case, consisting of a definite stretch 
along the contract curve. This is a stretch limited by the postulate 
that neither of the two participants must be pushed below some 
definite indifference level (which essentially always is a long-run 
zero-profit level). Such a stretch along the contract curve forms a 
set of imputations which satisfies the requirements of a “solution,” 
as defined in the preceding paragraph. 

Case (c) for product markets, and Assumptions I and II, as 
well as Assumption III, Subcase II, for the labor market, are con- 
sistent with the criteria here considered. These are “contract 
ctirve” cases. However, Cases (o) and (b) for product markets,* 
and Assumption III, Subca.se I, for labor markets, are inconsistent 
with these criteria. Our conclusion was that Cases (o) and (i>) 
(for product markets) should actually be disregarded on these 
grotmds.® Assumption III, Subcase I (for the labor market) should 
not, however, be ruled out. 

Assmnption III, Subcase I, may be established (in spite of the 
apparent “superiority” of Subcase II), as a consequence of certain 
institutional factors which stand in the way of the inclusion of all- 
or-none clauses in labor contracts. This is not analogoxis to the 
ccmditions existing on product markets, because on these markets 
the contracts typically do include an implicit all-or-none clause 
(i.e. price offers typically relate to definite quantities). 

6. Aa well as tlie langB of cases for which these are the limiting cases. 
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Hie "exceptional case” we have discussed (that is, Assumption 
III, Subcase I), for the labor market is, however, more apparently 
than really exceptional. The “exceptional” character of the oon- 
clusibn is a consequence of the fact that the model in which the 
problem was analysed is not fully adequate for the analysis. The 
model from which the specific industry equilibrium was derived 
disregards the institutional factors in consequence of which labor 
contracts are always concluded for considerable periods of time; 
and it also disregards the element of unceriainty* due to which all- 
or~none clauses are not usually included in these contracts. Ccmse- 
quently if, before conclusions are reached, these institutional factors 
and elements of uncertainty are taken into account separately, the 
outcome is different from what it would be in terms of the formal 
model. The contract curve applies to the formal model, in which 
actually Subcase II (rather than Subcase I) would have to be 
expected, provided Assumption III is valid. The elements disre- 
garded in the model usually deprive the contract curve of its sig- 
nificance and give "Subcase I” results, which are non-contract- 
curve results and, therefore, appear to be strange in terms of the 
formal model. 

Certain institutional factors and the element of uncertainty 
are disregarded also in the specific industry models relating to 
product markets. But here these circumstances do not tend to 
produce "Case (c)” or “Case (6)” results, instead of the “Case (c)” 
solution. They merely make it necessary to emphasize the general 
qualifications to which all equilibrium theories are subject. 

The Range of iNDETERioNATiiNEss 

We have seen that on product markets price (but not output) 
is “indeterminate” in a certain range, and that on the labor market 
both the wage rate and the input remain “indeterminate” between 
two limits. Now the statement that certain prices, wage rates, or 
inputs are indeterminate within given bargaining ranges merdy 
means that the type of theory which has been applied is not suitidite 
for explaining ^e processes that actually produce determinate 
results within the ranges in question. 

A simple proposition be submitted from which certain 
conclusions may be drawn directly. Assume that each party starts 

6. That 38, of the kind of risk that is unhuurable because the probaMlity 
oaleuluB in the sense proper cannot be applied to the universe la djaeBtiaii. 
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fraija his own end of the haii;ainm^ Thewillingneesofeach 

parfy to move towards the other* depends on his appraisal of the 
protwi^ty that the other will noi move. To say ^t a party is 
willing to move beyond a certain point is merely another wi^ of 
saying that he believes that the other party will not move as far 
as the point in question (from the other end). The appraisal of the 
opponent’s willingness to move results partly from an appraisal ctf 
tie “real” factors affecting his position, and partly from an ap- 
praisal of hk psychological characteristics. The following are some 
of the conclusions suggested. 

1. A permanent stalemate develops only if each party over- 
estimates the willingness of the other to move. If either of the two 
parties did not overestimate the other party’s willingness to move, 
he would move himself. Moreover, for a pmnanent stalemate, 
it is necessary that each party should continue overestimating the 
other’s willingness to move, in spite of the fact that, for a period of 
increasing duration, he already has had the experience that the 
other party’s willingness to move has been smaller than he had 
expected. This is not a logicaUy impossible set of assumptions, 
but it is a very unlikely set. Consequently, in the usual kind of 
business relations, a permanent stdemate is very unlikely. 

2. However, a permanent stalemate is less unlikely in cases in 
which something in the nature of a deus ex machina is expected 
from the stalemate. This deue ex machina usually assumes the 
form of a non-economic process, which may be started by the 
existence of the stalemate itself, and which, once started, is likely 
to change the basic relationship in which the two parties stand to 
one another. If the stalemate is expected to touch off such a 
process, the likelihood of a stalemate is increased. In these dr- 
ciunstonces a stalemate might develop, and the non-economic proc- 
ess may be touched off, if only me party overestimates the likeli- 
hood that the process in question will change the basic relatioits 
in his favor. It ie not necessary that both parties shovid be too opti- 
mistie. Consequ^itly, a permanent stalemate is more likely (less 
unlikely) to develop in negotiations that have dgnificant politick 
implications than in the usual kind of busmess relations. (Yet, 
even if this were not the case, the “bilateral monopoly type of 

7. Tltat k to say, from tiie point of the range vhitdi k moot favorable to 

him. 


8. That k, to make oonoeaaiona. 
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relationship” would still be inherently dangerous, whenevw it 
applies to vitally important areas of human contact. A permanent 
stalemate is “imlikely,” but it is bad ^ough to have major wars, 
or even general strikes, “once in a while.”) 

3. If each party underestimates, rather than overestimates, 
the other party’s willingness to move towards him, then an agree- 
ment will surely be reached. Both parties will actually move. 
Even if only one party underestimates the other party’s willingness 
to move, an agreement will be reached, and it will be favorable to 
the party whose willingness to move is imderestimated. 

4. If one of the two parties estimates the other party’s willing- 
ness to move correctly, an agreement will be reached, regardless of 
whether the estimate of the other party also is correct. 

5. A detailed description of the process becomes complicated, 
mainly in consequence of the fact that the behavior of each party 
during the negotiations is usually intended to change the other 
party’s willingness to move. But this does not invalidate the fore- 
going propositions. 

William Fellneb. 


Univbksitt or Califorkia 
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Aided by generous mail subsidies, which were inaugurated in 
1926 when private contractors took over mail flying from the Post 
Office, and which have been continued by subsequent legislation 
including the Civil Aeronautics Act of 1938, the basic air transport 
law today, scheduled air transportation has developed into an 
industry employing approximately 76,000 persons, of whom about 
7,000 are pilots or co-pilots.^ In addition to the main regularly 
scheduled carriers, there are several other groups in the industry: 
'‘feeder*^ lines, which operate under Civil Aeronautics Board cer- 
tificates, cariyong passengers, mail, and cargoes from a fixed base 
on a regular scheduled route to various surrounding points; intra- 
state lines, which operate under state laws if such exist in their 
territory; and unscheduled or chartered carriers, which have been 
exempted from general CAB regulation till recently. 

The Growth of ALPA 

Organization among air-line pilots took form early in the indus- 
try's history; but although one ‘‘strike" occurred in 1919 — actu- 
ally it was a protest of pilots against the insistence of Post Office 
officials that the mail must go through on schedule regardless of 
weather — the early organizations were largely fraternal rather 
than collective bargaining institutions.^ The depression commenc- 

1 . For a discussion of this legislation, see 0. E. Puffer, Air Transportation, 
Philadelphia, 1942. It should be noted that air transport is far from miique 
in having received government aid. Virtually aU forms of transpe^tion have 
BO benefited in a variety of ways. 

2. These early fraternal groups were the Air Mail Pilots of America, 
organized in 1920, when the pilots worked directly for the Post Office. Under 
private management in 1926, the pilots formed the National Pilots' Association. 
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ing in 1929, plus the introduction during that period of bigger and 
faster planes accompanied by a changeover from a system of base 
pay plus mileage to either a fiat monthly salary or base pay plus an 
hourly rate without the mileaj^ factor, which reduced earnings, 
was the immediate cause of the organization of the Air Line Pilots 
Association in 1930 by a group of veteran pilots under the leader- 
ship of David L. Behncke. By 1932, the ALPA included more than 
three-fourths of the scheduled line pilots in the United States.* 
It affiliated with the American Federation of Labor in 1931. 

Early in 1932, the management of Cord’s Century Air Lines 
announced a further reduction in pilot pay, proposing to use the 
savings to carry air mail at a lower figure than was then in effect. 
The pilots refused to fly at the rate, and a strike occurred. This 
marked the first in a long line of successful moves by the ALPA 
to invoke the aid of the Federal Government in a collective bar- 
gaining dispute. Hearings on the Century proposal before the 
Committee on Post Offices and Post Roads of the House of Repre- 
sentatives in March, 1932, were soon turned into a forum for the 
consideration of the strike. Since no federal agency wished to take 
the responsibility for assisting the air line, in view of the danger of 
public reaction from any accidents which mig^t occur with strike- 
breaking pilots, the net effect of the controversy was that*the Cord 
Corporation was forced to liquidate its air line subsidiaries. Mean- 
while, the House Committee adopted a resolution informing the 
Postmaster General of its desire that collective baigaining privileges 
be guaranteed to the employees of all air lines to whom air mail 
contracts were let in the future. 

The ALPA then had bills introduced into Congress which 
would have placed the air transport industry under the Railway 
Labor Act. The bills were oppo^ by the industry and the Post 
Office Department, however, and did not reach a vote. 

The p>assage of the National Recovery Act in 1933 kept the 
ALPA-carrier relations before government forums. To circumvent 
an indu 8 try-prop> 08 ed minimum of $250 p)er month, the ALPA 
secured exemption of pilots’ wages and hours from the code on the 

In addition, a West Cioast group, the Professional loots’ Association, existed 
during the late 'twenties. (Air Dne Pilot, April 5, 1932.) 

8. For the early history of ALPA, see Federal Cktdrdinator of Trans- 
portation, Hours, Wages and Working Conditions in Scheduled Air Trans- 
portation, 1986, pp. 98-115; and Oscar Leiding, “Pilot Union President,” 
Air Transport, November, December, 1948, and JanuMy, 1944. 
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ground tiiat they were profeerional ^ployees. Thereupon, five air 
carriers,^ who bad held new salary scales in abeyance pending the 
adoption of a NRA code, announced their intention of making them 
effective on October 1, 1933, coincidentally with the introduction 
of higher-speed planes. Since these new scales marked the com- 
plete abimdonment of ALFA favored mileage pay in favor of a base 
plus hourly rate, a strike was called for midnight September 30, 
1933. It was averted when the NRA Naticnial Labor Board 
assumed jmisdiction. 

While the case was being adjudicated, the Post Office cancelled 
all air mail contracts. The Board thereupon prepared its decision, 
which it held in abeyance until May 10, 1934, when Congress 
appeared to be ready to adopt a new air mail policy. It then issued 
its famous Decision No. 83, which provided for pilots’ salaries com- 
posed of base pay, plus mileage pay, plus hourly pay; bonuses for 
night flying; the maintenance of co-pilot salaries and terrain pay 
then in effect; and a flight limitation of eighty-five hours per month. 

Because of the cancellation of air mail contracts. Decision 83 
was of no immediate effect. Congress, however, soon made it 
applicable to all domestic air lines, rather than just the five carriers 
involved in the wage dispute, when at the request of the ALFA it 
included the following provision in the Air Mail Act of 1934:* 

It shall be a condition upon the awarding or extending the holding of 
any air mail contract that the rate of compensation for all pilots, mechanics 
and laborers employed by the holder of such contract, shall conform to de- 
cisions of the National Labor Board. This section shall not be considered as 
restricting the right of collective bargaining on the part of any mnployee. 

A Government air mail contract is so important for the successful 
operation of an air line that most domestic air carriers quickly 
adopted the Decision 83 scale, but in a few cases revocation of air 
mail contracts by the Fost Office was threatened before compliance 
was achieved. 

The original decision of the National Labor Board would have 
expired within one year, but on August 14, 1936, Congress amended 
the Air Mail Act of 1934 to require contracting pay scales for “all 
pilots and other employees’’ to conform to “decisions heretofore or 
hereafter made by the National Labor Board or its successor in 

4. United, Eastern, Tnmsoontmental and Western, American, and 
Western. 

8. Publio Law, No. 308, 73d Congress, Sec. 13. 
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authority, notwithstanding any limitations as to the period of 
its effectiveness included in any decision heretofore rendered/^ * A 
similar provision was contained in the Civil Aeronautics Act of 
1938, which is the basic law governing air transport today.^ 

The ALFA's continued desire to be included imder the Rail- 
way Labor Act resulted in legislation passed in 1936 with the full 
support of organized labor and the Roosevelt Administration. The 
protection given by the Railway Labor Act has been increased by a 
provision in the Civil Aeronautics Act of 1938 to the effect that 
compliance with the provisions of the Railway Labor Act shall be a 
condition for granting of a certificate of convenience and necessity 
by the Civil Aeronautics Board, which all scheduled air lines must 
have in order to operate. 

Having achieved the highest minimum wage and lowest 
maximum hours legislation in the United States, if not in the world, 
the ALFA, slowed by its own centralized contract-making machin- 
ery,® took its time in codifying its bargaining arrangements with 
the various air carriers. The latter put no obstacle in the path of 
writing contracts, not one having ever compelled the ALFA to 
prove its right to represent pilots and co-pilots by invoking the 
election machinery of the National (Railway) Mediation Board. 
The first general ALFA agreement was entered into in 1^39 with 
American Airlines, and subsequent agreements have been made 
vdth all regular domestic certificated carriers, except All-American 
Aviation, Inc., which operates a mail and express pick-up service 
in Ohio and West Virginia, and a number of newly certificated 
feeder lines.® The ALFA also has agreements with all American- 
owned certificated carriers in international ser\dce, including Fan 
American-Grace Airways, Inc., the leading Civil Aeronautics 
Board certificated American air carrier in South America. It also 
claims to represent a majority of the pilots of Alaska Airways, 
which operates in that territory, but it haa no agreements with 

6. Public Law, No. 270, 74th Congress, S<kj. 11. 

7. Public Ijaw, No. 706, 76th Congress, Sec. 401 (L). 

8. Its by-laws centralise agreement-makiftg authority in the president’s 
hands. See below, pp. 541-642. 

9. On January 1, 1947, ALPA had agreements with the following carriers: 
American, American Overseas, BranifF, Chicago and Southern, Colonial, 
Continental, Delta, Eastern, Inland, Mid-Continent, National Northeast, 
Northwest, Pan American, Pan American-Grace, Pennsylvania-Central, 
Transcontinental and Western, United, and Western. A contract with 
Pioneer is being negotiated. 
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Hawaiian Airwa})^ which operates in that island group ; with Carib- 
bean Atlantic, a small line operating in Puerto Rico and the Virgin 
Islands; with TACA (Transportes Aereos Centro Americanos, 
Inc.), the largest Central American air carrier, which is not cer- 
tificated by the CAB but by the countries in which it flies, or with 
any intrastate lines. Today ALPA membership is approximately 
five thousand. 

Most foreign air carriers operating into the United States have 
their own pilot unions. The ALPA has agreements with two of 
these, the British Air Line Pilots Association and the Canadian 
Air Line Pilots Association, which provide for close coSperation, 
and it has approached the Dutch, Scandinavian and French pilots 
for similar arrangements.^ In South America, it has on occasion 
aided groups of pilots operating for non-United States lines, many 
of whom use United States pilots.* 

ALPA has no agreements with the many charter and non- 
certificated companies. In this field, it is being challenged by the 
Military Pilots’ Association, which was organized in 1946 by former 
World War II armed service flyers, most of whom either operate 
non-scheduled passenger or cargo service, or are employed by 
carriers in this field. The MPA has also assisted former army and 
navy flyers to secure jobs, and has attempted to g^ seniority 
credits for them on scheduled air lines for time flown in the armed 
services. The MPA has attributed its failure to achieve any success 
in accomplishing the latter task to the ALPA’s refusal to cooperate. 
Perhaps for this reason, MPA oflicials made thinly veiled offers to 
operate TWA planes during the 1946 strike.* Besides these activ- 
ities, the military pilots group also acts as a pressure body for the 
non-certificated carriers. Its claim of fifty thousand members, of 
whom only a small fraction are active, is probably greatly exag- 
gerated. 

The ALPA has recently shown considerable interest in other 
classes of air-line employees. An assessment was levied on the 
membership in 1945 to launch the Air Line Stewardesses’ Associa- 
tion, which has won bargaining rights on several carriers, and is 
now functioning as an ALPA affiliate. ALPA leaders have also 

1. The text of the agreements between ALPA and the Canadian and 
British groups is found in Air Line Hlot, April, 1943. 

2. See Air Line Pilot, December, 1942; October, 1943. 

3. American Aviation Daily, October 26, 1946, p. 271. For ALPA retali- 
ation, see below, p. 544. note 6, 



$88 UVABTMSLY JOUBNAL OP BCOmUlCa 

attempted to induce unions composed of navigatots^ fiild^t engi*^ 
neers and radio officers to affiliate with it and to form an affiliated 
mechanics union. It has been unsuccessful because it has offered 
proposed affiliates only auxiliary status with no voice in ALFA 
policy; and because many non-pilot employees regard pilots as 
“aristocrats’’ who have little interest or concern for other groups.^ 

The Government of ALFA 

Tlie government of the ALFA is of special importance in 
explaining various policies of the organization. Hence it will be 
examined in detail.* 

Membership in the ALFA is open to “any person . . . who 
serves as a first pilot, reserve pilot, or co-pilot.”® However, an 
applicant must serve one year of active membership in a piloting 
capacity before his application becomes final.^ Members are di- 
vided into four classes: active, inactive (i.e. those who have retired 
from duty as pilots), apprentice (i.e. those “who possess all require- 
ments of membership with the exception of having served an 
aggregate of less than one year in an air line piloting capacity”), 
and honorary. 

Initiation fees until recently were $100 for first pilot, $50 for 
reserve pilot, and $25 for co-pilot; annual dues, $100 for%first pilot, 
$60 for reserve pilot, and $28 for co-pilot. The 1947 Convention 
modified these somewhat by making them dependent on individual 
earnings so that senior men now pay more, junior men less. ALFA 
laws also provide that “assessments may be levied on all members, 
pro-rated in the same ratio as the annual dues, to take care of 

4. The TWA strike of pilots in 1946 caused considerable resentment 
among the lower paid groups who lost three weeks' pay. 

5. Quotations from the ALFA laws are from the 1944 edition, by per- 
mission of David L. Behncke, presid^t and cop3Tight owner. 

6. Reserve pilots are qualified to act as first pilots, but do not have a 
permanent first pilot run. Hence they fly part of the time as first pilots, and 
part as co-pilots. Reserve pilots are clarified for ALFA voting purposes as 
first pilots, if they fly m excess of 180 hours in any one quarter of a calendar 
year. Otherwise, they are classified as co-pilots. 

7. Formerly, membership was restricted to white persons, but this 
provision, which never has been of any practical importance l^ause no 
colored pilots have ever been employed by an air line, was deleted from the 
constitution in 1942. The writer has him informed by an official of the 
National Urban League that a recently organized air express company has 
made provision to use Negro pilots when It commences operations. Because 
the Army and Navy trained few Negroes on multiple-engine aircraft, the 
number of eligibles for commercial aviation is necessarily limited. 
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extraordinaiy expenses, provided such assessments are approved 
by a two>thiids majority vote of the Board of Directors before the 
expenditures are made.” . 

No specific requirements for procedure or responsibility in 
calling strikes or for the payment of strike benefits are found in the 
ALFA laws. The 1946 strike of pilot crews employed by Trans- 
continental and Western Air was called by the president of the 
union after the membership on TWA had given him the authority 
to order a strike at a date chosen by him. During the strike, the 
ALFA was reported to have paid benefits of $500 per month to 
pilots and $200 per month to co-pilots, which were paid for by 
assessments of as high as $100 per month from pilots and $25 per 
month from co-pUots employed on other lines.* However, TWA 
pUots interviewed by the writer have denied receiving any benefits. 
Some assessments were levied; this fact caused some dissension 
within the union. 

Filots on the various air lines are organized into one or more 
local councils (local unions), each of which annually elects a local 
executive council composed of two first pilots and one co-pilot, if 
the council has jurisdiction over fifteen or less active members in 
good standing; three first pilots and two co-pilots if its jurisdiction 
exceeds forty-five. Each local executive council is headed by a 
chairman and a vice-chairman selected from its first pilot members. 

To cofirdinate their activities, the local councils on each air 
line are organized into master executive coimcils. If there is but 
one local council on an air line, the local executive council auto- 
matically comprises the master council; if there are two or three 
local councils, the master council is composed of all council chair- 
men, the senior co-pilot councilman in each council, and the vice- 
chairman from the largest local cbuncil; and if there are four or 
more local councils on an air line, the master council is composed 
of all the local chairmen, plus the senior co-pilot councilman from 
the largest of three councils, or fraction thereof, grouped on a 
geographic basis. Master councils elect their chairman and vice- 
ohiurman from among their first pilot members, except where the 
local and master councils are identical, in which case the local 
officials are automatically master officials. 

As in most labor organizations, the convention of the ALFA 
is its hipest governing body. Conventions are regularly scheduled 

8. American Aviation Daily, October^, 1946, p. 278. 



540 


QUARTERLY JOURNAL OF SCONOMWa 


amiiially, but as they may be postponed by the Board of Directors, 
they have been held on the average only biennially. Convention 
delegates are selected as follows: each local council is entitled to 
one first pilot delegate, ^Vho shall be the Chairman of the Local 
Executive Council, or an active first pilot member in good standing 
from such local executive Council . . Co-pilot convention 
delegates are selected on the basis of one for every three local 
councils, except that each air line is entitled to at least one co-pilot 
delegate, and that operating divisions of air lines outside the 
United States are entitled to one co-pilot per local council if the 
air line divisions ^‘present a marked difference in comparison with 
conventionally established air lines. The senior co-pilot executive 
councilman representing the largest council on an air line, or the 
largest of a group of three councils to be represented by one co- 
pilot delegate, becomes the convention delegate. If, however, he 
is unable to attend, he is required to “appoint an active co-pilot 
member from his Local Council, as his proxy. 

Between conventions the Board of Directors has all the 
authority of a convention, including the right to alter the consti- 
tution by majority vote, provided that only thrcC-fourths of the 
board are present, or vote by proxy or by mail. Since, however, 
the Board of Directors is composed of the same personnM which 
comprises the convention delegates® — local council chairmen and 
certain senior co-pilot councilmen — the effect of convening the 
board is not veiy^ different from holding a convention. 

Because of the difficulty of convening a Board of Directors 
scattered all over the globe, ALFA laws formerly permitted the 
Board to grant authority to the Central Executive Council to act 
in its stead, which was chosen partially on the basis of the proximity 
to Chicago, the location of ALFA headquarters. It included the 
president, secretary and treasurer of the ALFA as ex-officio mem- 
bers, and representatives from local Councils domiciled in and 
around Chicago, where ALFA headquarters are located. Besides 
acting on authority from the Board of Directors, the Central 
Executive Council also served as an advisory board to ALFA 
officers and as an appellate court for those convicted of violation 
of ALFA laws by a local executive council. It was abolished by 
the 1947 convention. 

9. With one minor exception — there is no provision for substitutions 
on the board as in the case of convention delegates. 
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The present ALFA laws call for twenty national oflBcers — 
president, first vice-president, sixteen regional vice-presidents, 
secretary and treasurer/ Only active first pilots are eligible for 
these positions. An executive vice-president was added at the 
1947 convention. All officers are nominated and elected at con- 
ventions and serve terms of two years, unless recalled by a two- 
thirds majority vote acting on petition of 30 per cent of the active 
members. 

The president is the only full-time officer of the Association,^ 
receiving a salary fixed by each convention in line with earnings 
of first pilots at that time.* All other Association officers, national 
as well as local, retain their piloting positions and are compensated 
by the ALFA only for time lost from their jobs on account of 
union business. The newly created executive vice-presidency may 
be a full-time job, however. 

Only first pilots domiciled in or near Chicago are eligible for 
the positions of secretary and treasurer, since no others could 
perform these duties on a part-time basis. The regional vice- 
presidents are elected on a geographic basis, with at least two from 
foreign operations. 

Although the president is technically subordinate to the Board 
of Directors, his constitutional powers, coupled with the vigorous 
personality of the incumbent, have placed him in the position of 
the dominant, if not sole, policy maker of the organization. 
Mr. David L. Behncke was the leading force behind the organiza- 
tion of the Association, and he has been its president since its 
inception. As the only full-time officer, he has had no rival as to 
knowledge of the ALFA's activities and control of its bureaucracy. 
Duties performed by full-time elective secretaries or vice-presidents 
in other labor organizations are taken care of by his appointees, 
whose job tenures and salaries are determined solely by him. He 
has negotiated nearly all agreements, and none is effective unless 
it bears his signature. Without the approval of “Headquarters" 
(which in fact has been Mr. Behncke) no conferences or negotiar 
tions on wages or related matters are permitted. Regional vice- 
presidents represent the ALFA strictly in accordance with the 

1. Prior to 1935, even the presidency was conducted on a part-time basis, 

2. It was set originally in 1935 at $7,000 and has since been raised to 
conform more nearly with the earnings of the most senior air-line pilots flying 
on the more desirable assignments. The 1946 salary of ALPA’s president 
was $12,000. 
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preddoit's instructions. The Central Executive Council and the 
Board of Directors have alwasrs been deferential to his wishes. 

Moreover, Mr. Behncke has utilised his powers to the full. 
The ALFA was developed under his leadership, and with little 
variation its policies and government have reflected his ideas. He 
monopolises all communications to the membership. The Associa^ 
tion’s official publication, “Air Line Pilot,” is under his supervision. 
He has copyri^ted the union by-laws and other of its publications. 
His paper constantly eulogises him, publicises his opinions, and 
gives no space to dissenting views. When occasion arises, an 
official circular is sent from “Headquarters.” No convention 
proceedings are published, and conventions are closed to the 
public. Non-official views can be transmitted to the members 
only through outside sources. 

The 1947 convention marked the first formidable challenge 
to Mr. Behncke’s leadership. Charging in speeches to ALPA 
councils all over the country that the ALPA’s “by-laws have been 
largely designed and written to insure absolute compliance with 
the president’s wishes,” and that “Our ALPA . . . has developed 
into a dictatorship in which the president is the autocratic ruler 
of the dues-paying member . . .,” W. H. Proctor, a senior pilot of 
American Airlines, ran in opposition for the presidency. He was 
supported by a large group who felt that the TWA controversy 
was mishandled, as well as those seeking to democratize the 
organization, but was defeated 2,870 to 1,241, after an all-night 
convention session.* The election was then made unanimous. The 
“Air Line Pilot” reported merely that Behncke was unanimously 
reelected, and did not mention Proctor’s name. 

The 1947 convention did approve a plan to establish regional 
offices. Its sponsors thus hoped to relieve Mr. Behncke and the 
headquarters of some responsibility and pov^r. The effect is 
likely to be slight, however, since these regimud offices remain 
imder his direction and are apparently to be staffed by persons 
chosen by him. 

Of special importance in maintaining the control pattern 
within the ALPA is the status of co-pilots. It has already been 
stated that oidy first pilots are eligible to serve as national officers 
or as chairmen or vice-chainnen of local or master executive 

3. Aviation Duly, February 26, 1947; see below for the TWA oaie, 
p. S64; and above, p. 6W. 
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oouncils. It has also been noted that in all councils and in the 
convention of the ALFA the co-pilots are represented by a smaller 
number of delegates than are the pilots. This is true despite the 
fact that most air lines employ more co-pilots than pilots at any 
one time. (The number of co-pilots eligible to ALFA membership 
is, however, made smaller by the fact that one year's experience 
is a prerequisite to membership.) The co-pilots are further 
subordinated by provisions which grant first pilots in all govern- 
mental bodies of the Association one vote for each member they 
represent, while co-pilots have but one vote for each two members 
wUch they represent.* 

All forms of imion security and check-off are forbidden under 
the Railway Labor Act. Neverthdess, both ALFA and company 
officials agree that over 90 per cent of all scheduled air line pilots 
are members of the ALFA. This can be explained to a considerable 
extent by the tremendous accomplishments of the union for the 
benefit of air-line pilots, but that does not tell the whole story. 
The question might, for example, be raised as to why co-pilots 
are so quick to join an organization which is dominated by the 
pilots. 

The answer is not difficult to discover. All co-pilots are 
desirous of becoming pilots, because of the greatly increased 
remuneration which results from such promotion. The air lines 
in the interests of safety and efficiency regard the first pilot and 
co-pilot as a team. No first pilot is forced to fly with any co-pilot 
to whom the first pilot objects. ALFA first pilot members make it 
a practice of pointing to the advantages of joining the organiza- 
tion, and it is generally understood that if a co-pilot does not 
respond, fault is soon foimd with his efforts by the first pilot to 
whom he is assigned. As the co-pilot must fly with various first 
pilots as part of his training, and as he must have the approval of 
each first pilot in order to fly with him, he soon imderstands that 
membership in the organization is advantageous. 

Affecting not only membership of co-pilots but of pilots also, 
is the fact that check pilots are generaUy drawn from senior active 
pilots (and hence ALFA mranbers). The check pilot regularly 
examines the work of pilots and co-pilots, in order to- insure that 

4. QriginsUy eo-pilots ware not dibble to membership. Later they were 
admitted without voice or vote. Present arrangements ware worked out in 
the 1W6 and 1938 oonvwtioas. 
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their abilities conform to the miuuniun standards required by the 
Civil Air Regulations. Check pilots are permitted by ALFA laws 
to retain active membership, except that they are not eligible for 
union office. Their sympathy for the ALFA is such that one 
frequently hears tales of how they actively “encourage” imion 
membership.* In addition chief pilots, who are in charge of pilots, 
are former ALFA members on most lines. They, too, are often 
sympathetic to their old ties. 

Other reasons why co-pilots and pilots usually join the ALFA 
soon after they become eligible for membership include the fact 
that dues and initiation fees are considerably lower for pilots than 
for co-pilots; that co-pilots have been promoted on average thus 
far after only two and one-half years’ experience, and so long as 
this average is maintained, the status of co-pilots in the ALFA is 
not of major importance to that group; and the provision (Article 
III, Section 3 (b)) of the ALFA constitution that anyone who fails 
to join the Association when he becomes eligible “shall be deemed 
to have accepted the benefits of the Association without assuming 
any of the obligations thereof and as a prerequisite of his being 
accepted as an active member, he shall be required to pay, in 
addition to the regular initiation fee, all of the annual dues which 
would have accrued to him as an active member of the Association 
beginning one year after such applicant first became eligible for 
membership.” 

In order to provide for the affiliation of non-pilot or foreign 
groups. Article I, Section 10 of the ALFA Laws provides that the 
president, subject to ratification or change by the Board of Direc- 
tors, may grant charters of affiliation; but since the charters of 
affiliation require that the affiliated parties adhere to ALFA laws 
without also providing for any rights to the affiliated parties to 
assist in the making of these laws, and since charters of affiliation 
may be revoked at the pleasure of the ALFA, potential affiliates 
have been more alienated by these rules than induced to affiliate. 
In fact, the only affiliated groups are now the British and Canadian 

5. The following story was related to the writer in November, 1046. 
Several co-pilote on a large air line held membership in the Military Idiots 
Association. Check pilots on that line refused to certify these co-pilots for 
first pilot positions until they joined the ALPA and presented certificates 
from the secretary of the MPA affirming the fact that they were no longer 
members of that organization. 
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pilot aasociations which, by special arrangements, have mutual 
affiliation agreements without such onerous conditions, and the 
stewardesses who have been organized by ALPA. 

Methods of Salary Payment and Earnings, 1925-1945 

The Pre-NRA Period. The complicated method of pilot re- 
muneration now in effect derives from the system developed by 
the Post Office in the early ’twenties, when flying was extremely 
hazardous and uncertain. In 1925 the Post Office paid mail pilots 
a minimum base salary of S2,000 for daylight flsnng, which pro- 
gressed to $3,600 at the rate of $100 per annum for each 500 hours 
in the air. A night bonus of $400 per annum was paid for day-and- 
night flying, where the latter did not exceed one-third of mileage; 
of $600 where night flying exceeded one-third of mileage; and of 
$800 where schedules called for night flsong.* 

In addition to base salary, the Post Office paid mileage allow- 
ances of varying rates, depending upon whether day or night flying 
was utilized, and upon the relative difficulty of the terrain. Thus, 
for day flying, pilots were paid five, six, and seven cents per mile 
flown. The five-cent rate was in effect between Cleveland, Ohio, 
and Cheyenne, Wyoming; the si.\-cent rate, between Cheyenne 
and Reno, Nevada; and the seven-cent rate between New York and 
Cleveland and between Reno and San Francisco. For night flying, 
the mileage pay was doubled and pilots received 10, 12 and 14 
cents, respectively. Monthly earnings of mail pilots in 1925, the 
last year of government operation, averaged $563.33. 

Private contractors who took over government routes in 1926 
generally continued for several years the salary schedules inaugu- 
rated by the Post Office Department. Those who developed new 
routes, however, tended to vary methods of pa 3 rment, and the 
depression commencing in 1931, plus the introduction of faster 
planes, resulted in a general re-examination of pilot pay scales. 
Nevertheless, a survey by the United States Bureau of Labor 
Statistics in the fall of 1931^ found that monthly base pay plus 
mileage remained the prevailing method of pilot remuneration. 
Most companies still paid higher mileage rates for night fl 3 dng, 

6. The discussion of the Pre-NRA period is based upon Federal Co- 
Ordinator of Transportation, op. cit., pp. 

7. “Wages and Hours of Labor in Air Transportation, 1931,” Bulletin 
No. 675, U. S. Bureau of Labor Statistics, 1933. 
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but nii^t mileage rates were no longer twice as high as day rates. 
Mileage pay likewise continued to vary with terrain. On the other 
hand, in 1931 carriers employing 26 per cent of the pilots paid a 
flat monthly salary without regard to mileage flown, and flat 
monthly salaries were the usual form of compensation for co-pilots. 

During the three months prior to the 1931 survey of the 
Bureau of Labor Statistics, general pay reductions throughout the 
industry took place, amounting to as hi^ as one-third to one-hidf 
of base pay, 10 to 36 per cent in mileage rates. Improved, faster 
planes kept earnings up, however, pUots in October, 1931, averaging 
6669.49, as compared with 1563.33 six years previously. Co-pilots 
averaged $227.89 in October, 1931. 

By July, 1933, payment by base plus hours flown had replaced 
base plus mileage as the dominant method in the industry. In 
addition, some carriers continued pa3dng flat salaries. Hourly pay 
varied, according to company, terrain, and type of airplane, from 
$3 to $6.50 per flight-hour for day flying, and from $4.80 to $8.25 
for night flying. A field survey of 462 pilots in July, 1933, found 
them earning an average of $621.33 monthly. Most of the increase 
over the 1931 average was accoimted for by longer hours, but 
hourly earnings were 2.4 per cent greater in 1933 thamtwo years 
before. 

Effective October 1, 1933, the one remaining large company 
which had not shifted from mileage to hourly remuneration 
announced its intention of so doing. Coincidentally, the “Big Five” 
carriers* announced that as of that date, when higher-speed ships 
were introduced, a new pilot pay scale would be adopted, using 
base plus hourly pay and, except for one carrier, abandoning 
differentials for ^fficult terrain. A dispute with the ALFA led to 
the assumption of jurisdiction by the NRA National Labor 
Board, and Decision 83 resulted. 

Decision 8S. This provided for annual base pay of $1609- 
$3000, increasing from minimum to maximum annually by $200 
increments on the basis of seniority; for hourly pay varying with 
speed, with a 50 per cent differential for night flying (i.e., $4, $4.20, 
$4.60, $4.80 and $5 for day flying and $6, $6.30, $6.60, $6.90, $7.20 
and $7.50 for night flying at hourly speeds of under 125 miles per 
hour, 125 miles, 140 miles, 166 miles, 175 miles, and 200 miles or 

8 . AmericBa,Uiuted,Tran80ontinental&We8tam, Eastern, and WcBtem. 
These are not the five largest today. 
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more, romeetiivoly); and for mileage pay at monthly mileages of 
onider 10,000, 10,000 to 11,900 miles and 12,00Q}]ailes and more, 
respectiArely, of two cents; one and one>half cents, and one cent 
per mile for^ miles flown at an hourly speed in excess of 100 miles 
per hour. 
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SOURCE: TWA EioiBoiiNCT Boabd, Carictbb’ Exhibit No. 10 


Diagram 1 explains how, on the basis of Decision 83, the 
monthly salary of an eight-year captain (pilot), who flies the 
maximiun allowable of 85 hours, one-half dimng the day and one- 
half during the night, at an average speed of 160 miles per hour 
(the DC-3 average) is computed. To the base salary of $250 is 
added $105.50 hourly pay for day flying (42.5 hours at $4.60), 
$293.25 hourly pay for night flying (42.5 hours at $6.90), and $51 
mileage pay (85 hours at 160 m.p.h. equals 13,600; deduct 85 x 100 
to get mileage flown at speed greater than 100 m.p.h.; multiply 
result, 5,100, by $.01, since monthly mileage exceeded 12,000: 
result equals $51). 

The bases for determining flight hour pay vary in different 
ALFA carrier-agreements. Most contracts provide for pay on the 
basis of the scheduled “block to block”* time for scheduled flijdits, 

0. Block to block is the term used to mean the time from whidi the 
blocks are removed from the plane’s wheds, pnpanXtay to take-(^, uatil 
the pilot cuts the plane’s engmes aftw landing at im dasl^tion. 
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and actual block to block time for non-scheduled flights. Otiters, 
however, require actual block to block time on all flights. On 
schfduled flights governed by the former provision, a pilot is paid 
his scheduled time if he completes his fli^t faster than schedule; 
but if be is held up by air traffic delays more than a specified 
minimum (usually fifteen minutes), he is paid for all time over that 
minimum. 

ALPA-carrier contracts are even less uniform in stipulating 
the speed to be used in determining the mileage component for 
each type of plane. For example, for the twin-engine DC-3, some 
provide for scheduled speed, but not less than 160 miles per hour; 
others for actual monthly or annual averages. The agreement 
with Delta Air Lines has no special provisions; others use a speed 
minimum of 155 miles per hour or a bracket of 155-175. Despite 
the great variation, the results are usually not very different. 

Decision 83, as written into law, provides not only the highest 
minimum wage law in the land, but also one which increases with 
advancing technology. Table I, which compares average monthly 
earnings for pilots for selected years since 1925, does not show the 
effects on these earnings of Decision 83 to a great extent, because 
the continued expansion of the industry, and its pilot force, reduced 
the percentage of senior pilots in the more recent years. 

The practical effect of Decision 83 on pilot earnings is better 

TABI^ I 

Avkbaob Monthly Eabnings of Pilots Euplotsd bt Schbdulbd Aiklinidb 
IN Domestic Sbbvicb, Selected Ybabs, 1925-1945 


Year Avierage Pilot Monthly Earnings 


1925 $663.33 

1931 669.49 

1933 621.33 

1935» 668.49 

1937 663.72 

1939 704.19 

1941 702.44 

1946* 718.78 


Source: Federal Codordinator of Transportation, op. dt., pp. 34--37, for 
Records of the Airline Negotiating Conference for 1937<-45. 

1. Excludes non- mail companies, who were not covered by Dedsion 88. Their indudon 
would drop 1935 average to 8603.93. 

2. Data for 1945 have downward bias because all Stratdiner aad four-engiie pilots, 
and all pilots on army or navy contract dying are exduded. These podtions were hdd by 
eeaior pilots to a large extent. 
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demonstrated in other ways. Diagram II illustrates how pilot 
eamingB would automatically increase under Decision 83 rates as 
the air lines substitute faster four-^gine equipment — D04 (Sky- 
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master), Constellation, and Rainbow — for the twin-engine DC-3, 
the prewar standard carrier. Fifty-seven pilots employed by 
American Airlines imder Decision 83 rates received average annual 
earnings of $6,257.35 in 1935, $9,097.39 in 1941, and $10,364.45 in 
1945.» 

Terrain Pay. Besides providing for the base, hourly, and 
mileage pay formula. Decision 83 also required that ‘^terrain pay” 
— i.e., extra compensation for flying over hazardous terrain — be 
maintained. As has already been noted, such extra compensation 
was originally paid by the Post OflBce Department between New 
York and Cleveland, Cheyenne and Reno, and Reno and San 
Francisco. The reasons for this have been well stated b3' Mr. John 
A. Herlihy, vice-president of United Airlines, who flew the New 
York-Cleveland run as a pilot in the early thirties? 

1. Transcontinental & Western Air et al; Before Presidential Emergency 
Board, 1046, Carriers’ Exhibit No. 24. The 1045 data include some extra 
compensation, but the total upward bias is slight. 

2. Ibid; testimony, vol. 3, p. 1678. (Hereafter cited as “Tt^'A Emer- 
gency Board.”) 


060 


QUASTERLY JOVSNAl Of K0N0MIC3 


New York to Clevidiuid on the TruunContinental was ert np « a temin 
Motor way ba^ and has been carried forward ever ainoe. Origina%, aben 
tamdn pay was first put in, and probably with sonw justifioation, there were 
a nuiaber of accidents in the New York to Clevdand area. The weather 
conditions were such that it was difficult to fly the route on contact flying by 
just looking out of the eookidt. Furthermore, the planes they operated in 
thoM days were of such short fuel range that it was necessary to get into 
Bellefonte, Pennsylvania about half way between New York and Clevdand 
to get down into a ruirrow valley between a couple of mountain ridges, in 
ord«r to get gasoline to proceed west with the mail. 

Another thing, the planes were subject to idng oonditioru and rather 
dangerously so. Furthermore, they lacked the airway aids, radio ranges 
and two*way radio communications, to keep the pilots advii^ of weather 
conditions ahead, and so forth, and as a result there were quite a number of 
accidents on the New York>Cleveland nm, and that was the basis for the 
higher pay on that run. It was strictly a hasard pay. 

At the time when Decision 83 was promulgated, all air lines 
but two, United and National Parks Airlines, which Western has 
since absorbed, had abandoned terrain pay, and at least one of 
these had announced its intention of so doing. Decision 83 has 
compelled these air lines to continue terrain pay bonuses of one 
dollar per flight hour for day flying and two dollars for ni^t flying 
over certain areas. In addition, Northwest Airlines, which is under 
no legal obligation to pay terrain bonuses, has been induced to do 
so by the ALPA in collective bargaining negotiations. 

Some of the original terrain runs actually no longer exist. For 
example. United Air Lines has consolidated its operating divisions, 
in view of modem plane mileage capacity, so that pilots who 
formerly flew from Chicago to Cleveland, or from Cleveland to 
Washington, New York or Boston, now fly from Chicago to one of 
the Atlantic seaboard cities. To facilitate the computation of 
pilot pay, the ALPA and United Air Lines have agreed on the 
“composite pay rates,” which are the average of the terrain and 
non-terrain hourly rates on pilot mns, wei^ted in proportion to 
the mileage of the terrain sector to the mileage of the non-terram 
sector, plus certain additions to terrain area^. Northwest Airlines 
was persuaded to adopt a componte rate for its recently awarded 
Detroit-New York run. 

The conditions which prompted the adoption of tmrain pay 
can hardly be said to exist today, except perhaps in some very 
unusual circumstances. Improvements in planes, radio navigation 
aids, ground facilities and a host of other tedmologioal and sden- 
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tifio advaaces have largely (mtmoded 1933 concepts of hazardous 
terrain. Moreover, the perpetuation of terrain pay has created 
diffoentials which are without real basis. For example, on the 
New York-Chicago run, three mr lines, American, Pennsylvania- 
Coatral, and TWA, pay no terrain bonus, but United does. Western 
has to pay terrain bonuses on some routes, but is not compelled to 
do so on its Denver to Los Angeles route, where planes fly at 
15,000 feet, the highest flying altitude over the Rocky Mountains. 
Similar inequities may be found on all routes on which terrain pay 
exists. It is difficult to disagree with the conclusion of the TWA 
emergency board: “The reqiiirement that some companies shall 
pay for hazardous terrmn because they were paying it in 1934, 
while others are not so required, works unfairly for both carriers 
and pilots.”* 

Co-pUots’ Pay. The only provision made for co-pilots in De- 
cision 83 was that “the differentials existing on October 1, 1933 
. . . shall be maintained.” At that time co-pilots were paid flat 
monthly salaries almost without exception, and were generally 
employed at an initial rate of $190 per month, which was increased 
to $210 per month after six months and $225 per month after one 
year. Co-pilots who qualified as first pilots but who did not have 
regular runs (i.e., were “reserve pilots”) were then, as now, paid 
first-pilot rates for service performed in that capacity. In July, 
1933, co-pilots’ average earnings were $231.13, as compared with 
$227.89 in 1931.* 

Since the issuance of Decision 83, co-pilot salaries have been 
increased on all the scheduled airlines, either by unilateral carrier 
action or by collective bargaining. The agreement effective 
October 21, 1944, between Transcontinental & Western, from 
which there is little variation in the industry, except for fom^ng^e 
equipment, provides for a starting co-pilot rate in domestic service 
of $220 per month, with automatic increases of $20 per month 
every six months till a maximum of $380 is reached after four 
years. Since, under the present conditions of rapid growth in the 
industry, co-pilots may expect promotion to first pilot after two 
and one-half years of service, few ever achieve maximum co-pilot 
pay. 

Iniernational Service Pay. The 1934 and 1935 iur-mail laws, 

8. TWA Emergency Board, Beport to the President, pp. 31-82. 

4. Federal Co-Crdinator of Transportation, op. cit., pp. 47-81. 
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which incorporated Decision 83, made no mention of a distinction 
between domestic and international service. The Civil Aero- 
nautics Act of 1938, however, did so, providing that international 
air carriers ‘'shall maintain rates of compensation” for pilots and 
co-pilots “the minimum of which shall not be less, upon an annual 
basis, than the compensation required to be paid under said 
Decision 83 for comparable service” in domestic operations. 

The pioneer international air carriers. Pan American Airways, 
Inc., has always paid its pilots a flat monthly salary. The ALPA- 
Pan American agreement, which was dated Jime 16, 1945 — the 
first between the parties — does, however, provide for bonuses for 
night flying on an hourly basis and for overtime, in addition to flat 
monthly salaries graduated on the basis of seniority. 

The monthly salary scales of Pan American pilots and co- 
pilots provide for two categories of pilots and co-pilots; master 
and regular. The former scale was first evolved for flying boats 
and was later used for four-engine equipment; the latter is the 
two-engine scale. Monthly salaries for pilots have varied from 
5627 to $830 for the regular group, and from $953 to $1,060 for the 
master group; for co-pilots the ranges are $240-$470, and $340- 
$570. Pilots reach maximum rates after eight years of ^rvice; 
co-pilots after four years. 

In addition to these monthly salaries. Pan American’s “regu- 
lar” pilots receive $2.50 for each hour flown at night; and each 
pilot whose flight duty exceeds 340 hours in any quarter-year or 
900 hours in any calendar year, receives overtime determined by 
multipljdng his total overtime hours by 1/81.8 times his average 
monthly salary.® 

Pan American-Grace Airways (Panagra), which operates in 
South America north to the Canal Zone, pays, pursuant to its 
agreement with ALPA, flat salaries ranging for co-pilots from $275 
to $450 per month, for pilots, from $700 to $875 per month, after 
eight years of service.® Panagra’s rates for the DC-3 thus slightly 
exceed pilot earnings in domestic service operating under the terms 
of Decision 83 (see Diagram I, above). 

6. Agreement between Pan American Airways, Inc. and ... Air line 
Pilots Association, June 16, 1945, pp. 11-13. 

6. Supplemental Agreement between Pan American-Grace Airways, 
Inc. and ... Air Line Pilots Association International, November 15, 1943, 
pp. 2-3. This schedule contained increases over the first (1941) agreement. 
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The second transoceanic carrier to commence operations, 
American Export Airhnes (now American Overseas Airlines), paid 
by agreement with the ALFA, effective December 1, 1944, a 
monthly salary schedule similar to that of Pan American. Instead 
of night or overtime bonuses, however, American Export's agree- 
ment provided for a monthly bonus of $50 or 15 per cent of salary, 
whichever was higher, to all pilots and co-pilots stationed outside 
the continental limits of the United States and other than in the 
country of his nationality; in addition, in March, 1946, ALFA 
executed a supplemental agreement with the carrier, providing for 
hourly fl 3 ring pay, day or night, of two dollars per hour for co- 
pilots.’ This, however, applied only to a military contract opera- 
tion, and hence is not now in effect. 

During the war a number of domestic carriers undertook 
overseas operations for the Army Transport Command and the 
Naval Air Transport Service. Some carriers, e.g. Transcontinental 
and Western, put a rate into effect on army orders; others, e.g. 
Northeast, with army permission, worked out an agreement with 
the ALFA, whose members supplied the nucleus of the armed 
forces air transport personnel. These monthly rates varied from 
$955 to $1,150 for pilots and from $450 to $637.13 for co-pilots, 
both on an eighty-five hour basis.® The high war-time salaries 
reflect the many elements of war risk which were necessarily 
involved. It is noteworthy that Northeast, which had the highest 
rate, flew two-engine planes through the treacherous weather and 
territory of Northern Canada and Greenland. 

Th£ Stratoliner Arbitrations, In 1940, Transcontinental and 
Western Air introduced the four-engine Boeing Stratoliner, the 
first important departure from the standard DC-3 in several years. 
Although Decision 83 would automatically have provided for 
increased compensation for flying the faster Stratoliner, the 
ALFA requested extra compensation on the ground that it was a 
new, heavier, faster, and more productive craft. The issue went 
to arbitration, and the board of arbitration, without stating 
reasons, awarded a bonus above Decision 83 rates for flying 
Stratoliners of 80 cents per hour for day fl 3 dng and $1.20 per hour 

7. Agreement between American Export Airlines, Inc. and . : . ALFA, 
December 1, 1944, pp. 3-4; Supplemental Agreement between American 
Overseas Airlines, Inc. and ALFA, March 21, 1940, pp. 2-3. 

8. TWA Emergency Board, Report, p. 19; ALPA-Fan American-Graoe 
contract, November 15, 1943; pp. 8^. Actual earnings exceeded the ratee 
because extra hours were frequently flown. 
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for ni^t flying for pilots uid a $20 per month bonus for co-pilotB. 
In 1945 a new model of the Stratoliner was introduced, and i^n 
the same controversy arose. This also went to arbitration, and 
once more without stating reasons an arbitration board awarded 
pilots a further increase on the new Stratoliner of 80 cents per hour 
for day flying and $1.20 for night flying, and awarded co-pUots an 
additional monthly payment of $20.* 

The Stratoliner cases marked the adoption by the ALFA of 
a new wage philosophy. Abandoning its doctrine of a sliding scale 
(i.e. Decision 83), it now sought to win new and higher rates for 
each new type of craft which was introduced. The climax of this 
new policy came with the introduction of larger four-engine planes 
in late 1945. 


The 1945-1947 Fotm-EKGiNE Dispute 
During the war a number of larger, faster, four-engine airplanes 
were developed, but their use was confined to military operations. 
With the end of the war several air lines made plans to introduce 
this new equipment, especially the Douglas DO-4 (or Skymaster) 
and the Lockheed Constellation. Other new planes then in progress 
included the Boeing Strato-Cruiser (a commercial development 
of the B-29 bomber), the Douglas DC-6, and the Republic Rain- 
bow. As in the case of the earlier Stratoliner, Transcontinental 
and Western Air pioneered in the development of the four-engine 
equipment. Since TWA was very anxious to put the DC-4’s 
and Constellations into operation at an early date, especially in 
its recently authorized international operations, it approached the 
ALFA to discuss rates for four-engine planes and for international 
operations in July, 1945. 

After some preliminary conferences, negotiations commenced 
in September, 1945. Offers of TWA, first to pay Fan American 
rates, and later bonuses above Decision 83 rates averaging three 
dollars per hour for DC-4’8 and four dollars per hour for Constellar 
tions,* were rejected by the ALFA, which literally refused to discuss 

9. For ocq>ie8 of these awards, see TWA Emergency Board, ALFA 
Exhibit No. 49, and Carriers Exhibit No. 39. The effect of the Stratoliner 
arbitrations on pilot salaries is as follows; a pilot with eight years seniority 
flying 85 hours per month, one-half day and one-half night, at the average 
Stratoliner speed of 190 m.p.h., would receive, under Decision 83, $836.50. 
Under the first Stratoliner award, he would receive an additional under 

the second, an additional $170. 

1. This secticm is ba ^ larg ely on the record in the TWA emergency 
boardcaae. The tfect of the TWA bonus offer would have been to pay $4,0801 
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any mtes except for domestic DCM operaticm, and iduch meatn* 
while instructed its members to refuse to bid on DC-4’s or Ckm^ 
stellations for either domestic or international service. As a 
result, TWA's new fleet of planes were grounded, inauguration of 
its international service was postponed from September, 1945, to 
February, 1946, and Pan American placed Constellations in inter- 
national service before it was able to do so. 

While TWA negotiations were in progress, the ALFA was 
making demands on other air lines which were contemplating using 
four-engine equipment. On these air lines the ALFA likewise 
instructed its members to refuse to bid on four-engine equipment, 
on the ground that there was no rate covering their operation, 
although, as the carriers pointed out, this reasoning ignored the 
existence of Decision 83 and relevant provisions of ALPA-carrier 
agreements. 

These protracted negotiations and the fear on the part erf the 
air lines that they would be repeated each time new equipment was 
introduced, led in December, 1945, to their forming the Airlines 
Negotiating Committee (now Confermce) for the purpose of 
handling jointly negotiations on four-engine equipment.* Mr. 
Behncke refused to recognize the Committee, terming it ‘'illegal” 
and announcing his determination to deal with the carriers only 
on an individual basis. Even after the carriers’ committee had 
received full sanctiem of the Civil Aeronautics Board,* the ALFA 
refused to recognize it ‘‘as such,” either for the purpose of multi- 

above the annual Decision 83 »te for Gonstdlations, and S5,610 for DCM’s, 
on the basis of 86 hours per month, flown one-half day and cme-half night. 
Whm it is noted that an eight-year pilot, under Decision 83, at average speeds 
of 245 and 205 m.p.h., respectively, would receive $10,854 per month on the 
Constellatimi and $10,446 on the DC-4, one can peredve that this was a 
generous offer, to say the least. 

2. Originally the Airlines Negotiating Committee was composed of 
thirtera carriers which planned to use four-eni^e equipment, and its purpose 
was restricted to dealing with ALFA on that issue. Later, it was reconstituted 
as a permanent conference to handle collective bargaining with ALFA for 
its members, and with any other group of employees any carrier member so 
desired. Ihe membership of the cottference includes all major domestic 
and intematkmal certificated carriers except Colonial, Hawaiian, Alaska, 
Caribbean-Atlantic, Fan American, Fan American-Orace, and some fender 
lines. 

8. All agreements arnemg certificated ur catrietB an made subject to 
CAB approval by the Act of 1938. The ALFA rigorously exposed such 
approval m two hearings before the CAB. 
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carrier bargaining or as the bargaining representative of the 
individual air lines, despite the fact that multi-carrier bargaining 
was by no means novel in the industry,^ that President Behncke 
had in previous years been the leading advocate of uniform wages 
and working conditions among the air lines*, and that the Railway 
Labor Act purports to guarantee to employers, as well as to 
employees, the right to determine their bargaining agents.* 

Despite ALPA’s refusal to recognize it '*as such,'' the Airlines 
Negotiating Committee took over negotiations in all four-engine 
cases for carriers which it represented. After TWA officials, who 
are also licensed pilots, had flown the testing runs, TWA, in 
February, 1946, pursuant to its agreement with ALPA, assigned 
junior pilots to its international division.’ They accepted ‘'under 
protest" and henceforth the four«-engine equipment on TWA and 
other air lines was bid on by pilots, usually after a statement that 
it was being done imder protest. 

Negotiations dragged on for five more months, with the ALPA 
never explicitly stating its demands, and with fruitless attempts 
by the National Mediation Board to effect a settlement by media- 
tion or volimtary arbitration. In April, 1946, the pilots on TWA 
voted to strike, and in May, 1946, to avert a stoppage, President 
Truman appointed an emergency board to hear not only the TWA 
case, but those involving twelve other air lines as well. 

The board, composed of Judge George E. Bushnell, Dr. Wil- 
liam M. Leiserson, and Dr. John A. Lapp, sat from May 17 to 
June 19, and heard testimony and argument consisting of 3,495 
pages and 266 exhibits. For the first time, the ALPA made 
explicit wage demands, which ranged up to approximately $20,000 
per year for operating Constellations in international service. The 

4. The ALPA instituted such bargaining itself in 1933 in the case which 
resulted in Decision 83. In 1942, ALPA and all domestic certihcated carriers 
simed an industry-wide agreement extending maximum hours from 85 to 100 
cmhare^ce with the temporary legal extension during the war. (See 

tions,^ were rt ^ i ^ 

testimony before vanous Congressional Committees, as 

9. For oojVA Emergency Board Hearings, Vol. I, pp. 198-202. 

Exhibit No. 49, Third, of the Railway Labor Act, as amended, states: 
arbitrations on p for the purposes of tbk Act shall be designated by the 
flying ^ hours p without interfeiwoe, influence or coercion by either party 
Stratoliner speed >n of representathres by the other . . Section 2 (1) sets 
Under the first Stjof the Act, among others, as ^‘to provide for the complete 
the second, an add-riers and ctf employers in the matter of self-organiiatimi." 

1. This sectkp. 666, for a dlimssion of seniority, 
boardoaee. Theef 
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Airlines Negotiating Committee, which had originaliy gone on 
record in favor of “reasonable differentials in compensation . . . 
for the operation of larger equipment” maintained that, after 
studying carefully Decision 83, it could only conclude that such 
differentials were provided by Decision 83. In addition, both 
parties set forth their views on various ALPA proposed fringe 
issues and rule changes, and on the question of whether the board 
should concern itself with only the TWA case, as the ALPA argued, 
or with all the air line cases treated as one, as the carriers main- 
tained. 

The emergency board’s report, issued on July 8, 1946, rejected 
the ALPA propos^ of “a new bargain as to base pay, hourly pay, 
and mileage pay for each new type of plane that is put into service,” 
but it likewise did not accept the carriers’ contention that Decision 
83 was adequate. Instead, it proposed supplementing the hourly 
and mileage pay components of Decision 83 as follows: (1) extend 
the hourly pay brackets from the 200-mile and over maximum 
limit by 20-cent increments for day flying imd 30-cent increments 
for night flying for each additional 26 miles flown per hour;* (2) sub- 
stitute the rate of 1.5 cents per mile for that of 1 cent per mile in 
figuring the mileage component at monthly mileages of 12,000 or 
more flown at speeds in excess of one hundred miles per hour; 
and (3) extend Decision 83, as thus supplemented, to international 
service, but increase pilots’ base pay in international service by 
$750 per year in all seniority pay brackets.* 

The emergency board was convinced that the differential 
between pilot and co-pilot pay was “too great, particularly in 
international operations.” It therefore recommended that in 
domestic service co-pilots should receive in addition to their base 
pay “mileage pay at the rate of one cent for monthly mileages of 
12,000 miles or more flown at speeds in excess of one hundred miles 


8. The following table illustrates how this reconuuendation would add 
to the hourly pay component of Decision 83: 


M.P.H. 

Rates 

Day 

Night 

200-225 

$5.00 

17.50 

225-260 

5.20 

7.80 

250-275 

6.40 

8.10 

275-300 

5.60 

8.40 


Etc. 

9. TWA Emergency Board, Report, pp. 30-32. 
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an hour.” The board further recommended that on intemationai 
opm^tions *‘oo>pilot8 should receive, in addition to base pay, 
hourly flying pay at a oompodte rate of II an hour for day- and 
night-time flying. They should also receive mileage pay at the 
rate of one cent for monthly mileages of 12,000 miles or more 
flown at speeds in excess of one himdred miles an hour. Co-pilots 
in international service should receive $25 a month additional base 
pay if they qualify as navigators.”* The emergency board also 
made recommendations for rules in international service.* 

The basic wage and rule recommendations of the emergency 
board were applied only to the TWA case. Insofar as the other 
twelve were concerned, the board recommended that they be 
referred back to the parties for settlement by agreement on the 
basis of TWA recommendations. The board declined to accept 
the ALPA position that these twelve cases were not properly 
before it, pointing out that its jurisdiction was governed by the 
executive order which created it. On the other hand, the board 
refused to order industry-wide collective bargaining, because it 
felt that industry-wide bargaining is most successful where the 
parties agree to it, not where it is imposed unilaterally or by a 
government agency. It did, however, declare that “the yi^t of 
each of the air line companies to designate the (Airlines Negotiat- 
ing) Committee as its authorissed baigaining representative cannot 
justifiably be questioned by the (pilots’) Awociation.* 

After the issuance of the board’s recommendation, the Air- 
lines Negotiating Committee, as well as various officials of the 
airlines, made several vain attempts to arrange a meeting with the 
ALPA in order to work out agreements based on the recommenda- 
tion, but President Behncke continued to decline recognition of 

1. Ibid, p. 33. 

2. See below, pp. 664-668, for a diecuseion of rulw. 

3. Report, pp. 37-38. effect of the eaieriaDfiy boMd rqxwt on 

numthly rates is shown below for an eight-year ConsteHations 

at 245 m.p.h., me-half day and oaeJialf nig^t, in domastie service (inter- 
national service received an additional $62.60 per mcatit): 



l>Miiion sa Ralei 

Enwrgenoj Bo«rd lUtM 

Base Pay 

$260.00 

$250.00 

Hourly Pay 

531.26 

55250 

Mileage Pay 

123.25 

184.88 

Total Monthly Pay. . . 

.... $904.60 ■ 

$087.88 
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the Airlines Negotiating Ccnxunittee as the carriers’ bargaining 
i^nt. Moreover, he took the position that no agreement was 
possible until the Wrd had interpreted several of its recommenda- 
ti(»Q8. Finally, one month after the board’s recommendation had 
been issued and hence when the period ended during which uni- 
lateral action for matters in dispute is prohibited by the Railway 
Labor Act, TWA put the board’s recommendations into effect. 
The result was to grant substantial increases to most of TWA’s 
piloting crews, but to reduce the rates of a few who formerly flew 
under TWA's Army Transport Command contract.* Moreover, 
for international flying the emeigency board rates were ccmrider- 
ably below ALFA’s demands and previous TWA offers, including 
the offer to pay existing Pan American rates.* 

Within a month after TWA acted thus unilaterally, all but 
one of the other twelve airlines involved in the dispute idso put 
the new rates into effect.* The Airlines Negotiating Conunittee, 
however, continued its attempts to arrange a meeting with the 
ALFA and work out agreements, but without success. Hien, 
after thus declining to negotiate for almost three months, Mr. 
Behncke called President Jack Frye of TWA late Friday afternoon, 
October 18, and asked to see him the following morning, indicating 
that a strike would result if the conference could not be arranged. 
Mr. Frye agreed, and at this conference the ALFA leader demanded 
maximum rates in excess of $1,250 per month for Constellations 
and $1,000 per month for DCM’s, both for domestic operatioirs, 
with an overseas differential to be determined later and an answer 
at the close of business on the following day, which was Sunday. 

4. When TWA assigned pilots to its international division, it paid them 
rates based on Decision 83, or on their previous six months average earnings, 
whichever was higher, so that it could not be accused of alt^ing rates un- 
favorably during negotiations, and thus acting contrary to the Itailway 
Labor Act’s procedure. Included in the group paid average earnings were 
a few who had been receiving $1,100 per numth under Army Transport 
Command work. They suffped some r^ucticm when the emergency board 
recommendations were put into effect, but they included lees than ten per 
cent of the total affected pecsonneL 

6. Under conditions as specif in Note 9, p. 554, TWA intematumal 
Constellation senior pilots would be p«ud $1,040.88 per month under the 
emergency board rates. For this, ALFA had demanded aiqinoximatebr 
$1,700, TWA had offered to pay $1,244.50 and Pan American was paying 
$1,060. 

6. Northwest was the exc^ion, because ALPA had indicated willingness 
to negotiate with it soon after TWA acted unilaterally. 
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TWA officials replied within the ultimartum time, but instead of 
agreeing to the rates, suggested a conference, noting that they 
had been trying to obtain one for some time. Whereupon TWA 
pilots struck at 4:30 a.m. Monday, October 21, 1946. 

Conferences were soon arranged by the National Mediation 
Board, and a tentative agreement to arbitrate was worked out. 
On November 4, the ALFA annoimced that it had “officially 
accepted” an arbitration offer, and stated further that it was 
forced to strike only because of the “monopolistic air lines nego- 
tiating trust,” which was trying to destroy organized labor on the 
air lines. Nevertheless, the arbitration agreement was signed, 
on November 6 by TWA, but not until November 15 by ALFA 
and then only after several changes had been made in the 
wording of the agreement.^ 

In accordance with the agreement, a three-man tripartite 
arbitration board re-heard the issues already passed upon by the 
emergency board to determine, realistically speaking, how much 
more than the emergency board reconunended should be awarded 
to the TWA pilot crews. The arbitrators imanimously granted 
pilots flying the DC-4’s and Constellations in domestic service 
base pay increases of $50 per month and slight revisions in the 
computation of the mileage formula recommended by the emer- 
gency board, which would yield pilots $7 to $10 per month. The 
emergency board’s recommendations for hourly pay were left 
intact. 

For international service, the arbitrators abandoned the 
Decision 83 formula in favor of flat rates plus overtime, similar 
to the Fan American scale. Those pilots flying DC-4’8 and 
Constellations in international service received $925 to $1,100 per 
month, with a graded scale advancing with length of service from 
one to eight years, and in addition received $13.50 for each hour 
flown in excess of nine himdred hours in any calendar year. Since 
the Civil Air Regulations limit international flying to one thousand 
hours per year, and since few pilots fly much in excess of nine 
hundred hours, the overtime will not result in any substantial pay- 
ments. 

For domestic service, co-pilots flying D04’8 were awarded 
rates from $260 to $420 per month, and Cone(tellati(HUi, 

1^80 to $460 per month, both inoreasing &ooi i*rfniTniyn to maxi- 

7. Baaed on official documeata and correapondebee in the <»ae. 
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mum in a four-year period. In international service, oo-pilpte 
flying bol^ DCM’s and Constellations were awarded $2^ to $520 
per montii, with the same period for upgrading, plus $50 per 
month to all co-pilots qualified as celestial navigators. As in the 
case of the emergency board, the arbitrators provided for various 
rule changes which are discussed below.* 

Thus, after more than a year the four-engine dispute was 
brought to a close on TWA. Despite the long and costly struggle, 
however, TWA pilots in international service ended up with rates 
virtually the same as those paid by Pan American, which the 
company offered to pay in the first place, and with considerably 
less, both in domestic and international, than the later TWA 
offer of three-dollar and four-doUar per hour bonuses for CD-A's 
and Constellations, respectively.* 

The outcome of the TWA dispute did not serve as a 
model for future negotiations on other airlines. New contracts 
negotiated since then have all called for higher rates, 
e.g., as much as $148.75 per month for Eastern Aiir Lines’ Con- 
stellations, and approximately as much for the new DC-6 on 
United and American. Moreover, most new contracts contain 
a new factor, plane weight, which is figured into the rates. And 
as if to stress the general dissatisfaction with the TWA out- 
come, that company and ALFA have signed a new agreement 
setting aside the arbitration award for co-pilots and have returned 
to single co-pilot rates regardless of equipment flown in domestic 
service. 

Another interesting aspect of the four-en^e dispute was the 
minor revolt against ALFA leadership. President Behncke, who 
assumed full charge of the emergency board hearings and of the 
strike (as well as of all previous ALFA activities), was relegated to 
the background in the arbitration hearings, which were lumdled 
by an attorney selected by the TWA pilots. As noted, however, 
Behncke survived the 1W7 convention without serious loss of 
power. 

8. Based <m the arbitration report rendered January 22, 1947. All in- 
creases were made retroactive to November 15, 1946, the date of the arbitratioii 
aereement. 

9. See data in Note 5, p. 659. An eight-year pilot in domestic service 
under conditions there described will net approximatdy $60 per month above 
the emergency board rates. International rates of $1,100 per month plus 
overtiina are equivalent to Pan American’s $1,060. 
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Finally, the four-engine dispute serves once more as a reminder 
that the emergency board “fact finding^ procedure in the Railway 
Labor Act is not only far from a “model” for more far-reaching 
legislation, but that it has not settled one major dispute since 1941 
in either the railway or the air lines industries.^ 

Houbs of Work and Mileage Limitations 

In 1931, the Department of Commerce, using for the first time 
its authority under the Air Commerce Act of 1926, set maximum 
hours for pilots of 110 hours per month, not more than 30 hours 
of which were to be scheduled in any seven days nor eight hours 
in any 27-hour period. Twenty hours of relief from flight duty 
were required within each seven-day period.^ Particularly during 
the worst depression years, these regulations were not well heeded 
or enforced. This led to demands by the ALPA to reduce pilot 
hours to 80 per month, which Decision 83 rejected in favor of the 
figure of 86, as recommended in 1933 by the Aero Medical Associ- 
ation. 

No maximum was established for co-pilots' flight-hours imtil 
October 1, 1934, when the Department of Commerce prescribed 
a limit of 100 per month, without, however, any supplementary 
yearly, weekly or daily restrictions. Decision 83 did not mention 
co-pilots, but since 1935 it has been accepted to include them and 
today they are covered by the same hours regulations as pilots. 

As a war measure, the ALPA agreed to an extension of the 
domestic hours limitation to 100 hours per month, and made con- 
cessions in the international field also. A special bill was passed 
by Congress to that effect, which automatically terminated on 
June 30, 1947.® The air lines used the extra hours sparingly, 
and did not do so at all since soon after the Japanese surrender. 

1. For the record in railway labor disputes, see H. R. Northrup, **The 
Railway Labor Act and Railway Labor Disputes in Wartime,” American 
Economic Review, XXXVI, June, 1946, pp. 324-343. The other major 
air-line case involving the use of the emergency board procedure concerned 
the mechanics of Northwest Airlines, represented by the International Associa- 
tion of Machinists. A board api^inM after the strike which grounded the 
air line on July 4, 1946, rejected most of the union’s claims, but the latter 
won them in later bargaining anyway. 

2. The discussion of hour regiilation is based mainly on Federal Co- 
ordinator of Transportation, op. cit., pp. 8-33; and ^Employnient Opportuni- 
ties in Aviation Occupations,” Bulletin No. 837-2, U. 8. Bimau of I^abor 
Statistics, 1946, pp. 31-32. 

3. iSiblic I^w No. 535, 77th Congress, 2d Session, 1942. 
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The reetrictions in international operations are of necessity 
more flexible. The Civil Air Regulations provide that a pilot may 
not fly more than 350 hours in any 90 days, nor over 1,000 hours 
in any year. When only two pilots and an additional crew member 
other than a steward or stewardess are carried, pilot flight time is 
limited to 120 hours in any 30 days, 300 hours in any 90 days, 
and 1,000 hours in any year. Restrictions are even more rigid 
if the technical crew consists of only one or two pilots. 

In both domestic and international service, actual flying time 
of pilots averages closer to 80 than to 85 hours, since in order to 
remain within the limitations, pilots must often be scheduled less 
than the maximum. Efforts of the ALFA to reduce the 85-hour 
limitation by collective bargaining have thus far been unsuccessful. 

Besides monthly limitations, the Civil Air Regulations ^o 
limit daily and weekly fl3ing hours. Thus, a pilot in domestic 
operations is not permitted to fly more than eight hours during 
any consecutive twenty-four without a rest period. If a pilot is 
forced to exceed this limit because of bad weather or crowded 
airport conditions, he must be given a twenty-four hour rest period 
before assignment to any flight or ground duty. Domestic pilots 
are, moreover, limited to thirty flight hours per week, and must 
have one day of rest in seven. In international operations, rest 
periods are likewise required and limits are set on daily flying hours. 
These requirements are, however, quite flexible, especially when, 
as is typical, more than two pilots are carried. 

The restrictions on flying time are appai-ently applicable to 
all common air carriers, whether certified or not. Enforcement 
is just commencing now in the uncertificated field, with wide 
variation of practices reported.^ 

Besides flying time, pilot crews have to spend some pre-flight 
preparation and briefing time and post-flight checking-in time on 
the ground. In addition, they are at times grounded by inclement 
weather or mechanical defects. ALFA officials have estimated 
that total ground time averages as high as an hour for every hour 
in the air, but the records of the carriers show an average of twenty 
to tlurty minutes ground time per one hour of flight tims.* 

4. n. S. Bureau of Labor Statistics, op. cit., p. 36; American Aviation, 
September 15, 1946, p. 20. 

5. TWA Emergency Board, Carriers Exhibits Nos. 36, 120, 136, and 137; 
U. S. Bureau of Labor Statistics, op cit., p. 32. 



564 


QUARTERLY JOURNAL OF ECONOMKB 


Besides restrictions on flying hours, tiie ALFA has repeatedly 
souid^t mileage limitations, basing its argument on all^;ed increased 
fatigue resulting from increased mileage flown, and on the need 
to prevent technological unemployment. Both the NBA National 
Labor Board in Decision 83 and the more recent TWA emergency 
and arbitration boards rejected ALFA proposals of this type as 
unwaiTMited.* 

As for technological unemployment, there is as yet no evidence 
of its existence for pilots in the rapidly e:^anding air transport 
industry. In 1933 average air-line aircraft speed was approximately 
120 miles per horn*, and total pilot and co-pilot employment 
approximately 500. In 1945 the comparative figures were approxi- 
mately 170 miles per hour and 5000.^ Since 1945, both average 
speed and total employment have continued to increase. In 
November, 1946, more than 4,000 pilots and co-pilots were em- 
ployed on four-engine equipment alone.' 

The ALFA argues, in effect, that if bigger, faster planes had 
not been introduced, more pilots would be employed.' This 
assumes that the public would patronize the air lines to the same 
extent that it does today if 1933 model planes were stiU in service. 
Actually, as demonstrated, improved equipment has created jobs 
for pilots, both by making flying a more attractive method of 
transportation and, especially in the international sphere, by 
extending air transport into new areas. Moreover, there is 
considerable evidence that the demand for air transport is elastic.* 
If that is correct, larger planes, by reducing pay load costs and 
permitting further passenger and freight fare reductions, will 
create still more pilot jobs. 

Rules and Working Conditions 

In addition to wage and hour provisions, the ALFA agree- 
ments provide for a variety of rules and benefits which govern 
pilot-carrier relations and add to the well-being of pilot crews. 
Among the more important are seniority, moving and transfer 

6. TWA Emergency Board, Report, pp. 32-33; Arbitration Board, p. 22. 

7. CAB Statistics, diagramed in TWA Emergency Board, Ouriers 
Exhibit No. 63. 

8. Reports to Airline Negotiating Conference. 

0. See, e.g. the statement of President Behnoke, TWA Emergency Board, 
Vol. I, pp. 306 ff. 

1. J. L. Nicholson, “Possibilities for Lower Airline Costs,** Law and 
Contemporary Problems, Winter-Spring, 1046, pp. 452-56. 
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expensee, foreign station allowance, missing and interned allow- 
ance, expeoaes away from base, vacations, sickness and injury pay 
and leave, pensions and insurance. Many of thm were issues in 
the 1945-1947 four-engine dispute. 

Seniority. Promotions and demotions of pilots and co-pilots 
are governed by seniority, the senior man having the contractual 
ri^t to bid on preferred jobs. A pilot transferred to non-flying 
or supervisory duty retains and accrues bis pilot seniority as long 
as he maintains his pilot competency certificate — i. e. as long as 
he is qualified to act as a commercial pilot. Temporary incapacity 
or loss of certificate does not detract from accrued seniority.* 

Vacancies for first pilots and reseiwe pilots are bulletined and 
must be filled with the senior “sufficiently qualified’’ pilot. K no 
bids are made, the company may fill pilot bids from the ranks of 
the reserve pilots; if there are no qualified reserve pilots available, 
the company may assign the job to the “most junior first pilot on 
the Ss^stem Seniority List.’’ 

Co-pilots’ job vacancies are generally not bulletined, but are 
fiUed by the company. Co-pilots are promoted according to 
seniority, to reserve, and first pilots, but must qualify for promo- 
tion. Failure to qualify may mean dismissal. No co-pilot possesses 
seniority rights during his first year. Moreover, co-pilots fur- 
loughed because of lack of work accrue no seniority during their 
layoff, and lose the seniority accrued prior to the furlough, if its 
duration extends beyond one year. 

In case of a merger of two air lines, the ALFA has usually 
demanded that the seniority lists be dovetailed, but on at least one 
occasion it requested only fifty per cent seniority credit for pilots of 
a small air line which was absorbed by a larger one.* It has opposed 
air-line mergers before the CAB, which must pass on them, until 
satisfactory seniority arrangements were concluded.* 

Mooing and Transfer Expenses: All ALFA agreements pro- 
vide that the carrier shall pay moving expenses, including a travel 
allowance, living expenses enroute, and the cost of shipment of 
household goods for pilots or co-pUots who are forced to 
their domicile at the request of the company. In addition, -nearly 

2. TbiB flsotion is based nuunly on the various agreements between 
ALPA and the scheduled carriers, supplemented by interviews with carrier 
and union officiab. 

8. See Pufier, Air Transportation, pp. 667-58, for the case in point. 

4, See, e.g. Air line Pilot, February, 1940; February, 1941; July, 1944. 
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ail agreements provide for similar arrangements for a change 
resulting .from a successful pilot bid for newly established runs or 
bases. The amount of e:!q)enses paid is sometimes limited, but 
the limits are quite generous (e.g. in many contracts for shipment 
of household goods, actual expenses are paid up to 800 cubic feet 
or equivalent). 

Foreign Station Allowances. The agreements covering inter- 
national operations make provision for special allowances in case 
the cost of living in foreign domiciles is unreasonably in excess of 
that in continental United States. In addition, some agreements 
provide for allowances to cover excess currency depreciation in 
foreign countries. 

Expenses Away From Base. All the ALPA-carrier agreements 
provide lodging, meals, and transportation for pilots while away 
from their base, whether in the regular course of their route or 
because they are forced to layover as a result of inclement weather 
conditions or mechanical failures. Most agreements permit 
“reasonable and necessary expenses” for these purposes, but some 
stipulate the actual amount allowable for various items such as 
meals. In international service, some contracts provide free 
laundry expenses and others valet services, “when circumstances 
require it.” 

Missing and Interned Allowance. If pilot crews in inter- 
national service become missing or are held prisoner by hostile 
tribes or warring nations, their beneficiaries have generally been 
entitled to monthly payments equal to two-thirds to three-fourths 
of their previous six-months average monthly earnings for a 
minimum period of two years, if their whereabouts continue 
unknown, until they are proved dead or until they are returned 
to duty. The TWA arbitration board liberalized the amount to 
full pay equal to the pilot’s last six months average monthly 
earnings. 

Vacations. All pilot agreements provide for vacations with 
pay. For first pilots in domestic operations, the vacation is 
generally tw’o weeks after one year of service, and two weeks 
annually thereafter. Vacation pay varies from base pay to base 
pay plus a specific allowance, which may exceed the pilots’ average 
earnings. The length of vacation of co-pilots is determined in 
the same manner as that of first pilots, and they generally receive 
their regular salary as vacation pay. 
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In international service, pilots generally receive one month’s 
vacation at their regular salary. The Pan American-Grace agree- 
ment, however, provides for sixty days’ vacation after three years 
of service. In order that pilots in international service may enjoy 
their vacation at home, vacation for pilots domiciled outside the 
country is often deemed to begin only after the pilot has been 
transported to a poH within the United States. 

Sickness and Injury Leave and Pay. Sick leave has been paid 
by most companies as a matter of policy, and is now written into 
the Pan American and United contracts. The TWA arbitration 
board awarded complete sick and injmy care to pilot crews 
incapacitated in line of company duty abroad. 

The ALPA has pressed for the inclusion in contracts of a 
provision requiring the payment of workmen’s compensation 
benefits to injured pilot crews, regardless of the legal coverage of 
such legislation. Thus, Section 28 of its agreement with Pan 
American provides for compensation payments by the company 
“in amoimts not less than those prescribed by the Longshoremen’s 
and Harbor Worker’s Compensation Act, as amended, or the 
Workmen’s Compensation Law of the state having jurisdiction, 
whichever act provides the higher benefits.” 

Pensions and Insurance. Benefit plans are not common in the 
air transport industry. A few air lines have inaugurated con- 
tributory pension schemes, but they are by no means general, and 
have not usually been incorporated in collective t^reements. 
Company-paid life insurance is also uncommon, although both 
Pan American and Pan American-Grace have well-developed 
programs. The agreements of both these concerns with ALPA 
require some notice to the affected pilots before any change is made 
in the insurance program, and the Pan American agreement 
expressly grants ALPA the right to negotiate if the company 
changes the amount. 

During the war, pilots on military contract operations were 
excluded from the coverage of private life insurance. Under these 
circumstances, army and navy contracts with air carriers provided 
for life insurance protection to compensate for the temporary 
invalidation of private insurance. The TWA arbitration award 
requires the company to reimburse pUot crews for any increases in 
premiums resulting from their transfer to international operations, 
but at present no extra premium for international work is charged. 
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Grievance Machinery. All ALPA-carrier contracts provide for 
elaborate grievance machinery- Grievances are taken up by the 
union and/or pilot and designated company officials, from whom 
an appeal may be made to a system bi-partisan adjustment board, 
composed of two carrier and two ALPA representatives, which is 
established by the contracts. The Pan American agreement 
stipulates that in the event of an adjustment board deadlock, 
the board shall, within thirty days, appoint a neutral referee, or 
if it cannot agree on an appointment, request the National Media- 
tion Board to select the neutral member. The TWA arbitration 
board ordered a similar procedure. All other ALPA agreements 
provide merely that in case an adjustment board deadlocks, it 
shall have no further jurisdiction of the issue. In actual fact, 
however, adjustment boards under these circiunstances have 
frequently agreed to select referees, or to have the National 
Mediation Board do so. 

The grievance machinery which has been developed in the 
industry is modeled on that which existed in the railway industry 
prior to the establishment of the National Railroad Adjustment 
Board in 1934. The 1936 amendments to the Railway Labor Act 
provided for the establishment of a National Air Transport Adjust- 
ment Board, if smd when the National Mediation Board deemed it 
appropriate. There has not been any serious pressure from carrier 
or employee groups for such an agency. The former are fearful 
that it would develop policies and procedures based on the much- 
criticized National Railroad Adjustment Board.* The air trans- 
port unions do not feel that the agency as proposed makes adequate 
provision for representation of various employee classes. The 
act calls for only a four-man board, composed of two carrier, one 
pilot, and one ground crew representative. That would not only 
exclude numerous non-pilot groups, but it would compel the ALPA 
to share authority with another organization on equal terms, a 
suggestion which it does not contemplate favorably. So long as 
the present system adjustment boards continue to function with 
reasonable satisfaction, there appears little likelihood that a 
Nation^ Air Transport Adjustment Board will be established.' 

5. See, e.g. W. H. Spencer, The National Railroad Adjustment Board, 
Chicago, 1938; and Administrative Procedure in Government Agencies, 
Senate Doc. 10, Pt. 4, 77th Congress, 1st Session, 1941. 

6. Most \mion--carrier agreements in the industry covering non-pilot 
personnel have established i^justment boards imder rules similar to thoes • 
in ALPA-Pan American agreement. 
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Thbobbtical Babes of High Pilot Pat 

The ALPA bases its case for hi^ pilot pay principally on the 
following factors; qualifications and skill of pilots; short pilot 
working life; hazards; and pilot share in technological progress. 
This section examines the validity of the arguments in the light 
of the available facts. 

Qualifications and SkiUs. Piloting an airplane is an exacting 
job, which involves great responsibility for life and property and 
the ability to t hink and act with speed and courage in emergencies. 
“Pilots are not supermen, but they must be well endowed.”^ 
Professor Ross A. McFarland of Harvard University, the out- 
standing authority on physiological and psychological effects of 
flying, testified that piloting “does not necessarily demand a person 
of unusual physical make-up, but only normal men who are well 
endowed mentally and physically with emotional traits of stability 
and poise.”* 

Minimum requirements for pilots, as established by the 
Civil Aeronautics Administration, require detailed aeronautical 
knowledge and skill, plus at least a restricted radio-telephone, 
operator’s permit from the Federal Communications Commission.* 
First POots must possess a CAA transport pilot rating, and fli^t 
instructors a special instructor rating, both demanding more 
expert knowledge. All ratings must be renewed every two years, 
and transport pilots must take a phs^cal examination every six 
months. A pilot who falls below minimum physical standards 
loses his certificate, imless “his aeronautical experience, ability, 
and judgment compensate for his physical deficiency.”* 

At the present time, the scheduled air lines have set standards 
which are considerably above the maximum legal requirements, 
and will undoubtedly continue to do so as long as the supply of 
trained pilots exceeds the demand. Today most air lines require 
applicants to have at least 2000 fi3ring hours on multi-engine tur- 
craft, to be 21 to 32 years of age, between 5 feet 7 inches and 
6 feet 2 inches in height, and within a weight range of 140 to 200 
pounds. In addition, some carriers require two years of college, 
instead of the legal minimum of high school educatiqn or its 

7. TWA Emergency Board, Report, p. 11. 

8. Ibid. 

9. This may soon be replaced by a CAA radio-<^peratmg authorisatimi. 

1. Civil Air Regulations, Part 29-2, quoted in U. S. Bureau of Labor 

StatistiaB, op. oit., p. 10. 
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equivalent.^ Much stress is also placed on general appearance, 
with the “clean-cut Anglo-American” type generally preferred. 

The cost of obtaining experience enough to qualify as a 
candidate for a scheduled air-line pilot position may be consider- 
able or it may involve little or no cost at all. It is considerable if the 
experience is obtained out of one’s own pocketbook without recourse 
to the Army or Navy schools or without being obtained in a ncm- 
transport piloting position. On the other hand, the bulk of 
present-day pilots and presumably most of those for some time 
in the future, are graduates of Army and Navy flying schools, 
and hence not only obtained their training without cost but were 
paid a salary while receiving it. 

Exacting as the requirements for piloting positions are, they 
fall far below those for most professions in all except the physical 
qualiflcations, and even the poise and emotional balance which 
pilots must possess cannot be lacking in many professions, notably 
the medical, legal, and teaching ones. Yet average pilot pay 
exceeds that in all but a few professions.* Moreover, the cost of 
acquiring proficiency in most of the professions is considerably 
above the expenses which the averj^e pilot incurs to learn his trade. 

The positions most comparable with those of airplane pilots 
are probably locomotive engineer and steamship captain. In 1945 
local and way-freight engineers (who had the highest average of 
an engineer’s group) had average annual earnings of $5,479; 
air-line pilots employed on two-engine equipment in domestic 
service averaged $8,625 for the same period. In 1945 ship captains 
employed on vessels o\vned or under charter to the War Shipping 
Administration received on ships of 17,000 gross tonnage (the 
highest-paid classification, except for masters of super liners) a 
rate of $505 per month. Air-line pilot pay for a first-year pilot on 

2. U. S. Bureau of Labor Statistics, op. cit., p. 12. 

3. The November, 1944, Medical Economics Magazine reported average 

physician net income in 1943 as $8,688, the net figure having been arrived at 
by deducting certain basic expenses which would put gross two to four thousand 
higher. According to a U. S. Bureau of Labor Statistics survey summarized 
in the Monthly Labor Review, June, 1946, pp. 879-884, the 1943 median 
annual earnings of chemical engineers with 36-40 years* experience was 
only $6,620. It is not neceeiUury to adduce data to show that college professors 
in 1945 did not average the average annual earnings of domestic pilots 

in that year. Pilots, it tftitmicl be noted, have approximately the same amount 
of leisure as have cejiflgei^tofessors who teach the most reasonable schedules. 
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two-engine equipment flying 86 hours per month, half day and 
half ni^t, was $673.08.^ 

Within the air-transport industry, pilot pay compares very 
favorably with that of other highly skilled or professional personnel. 
In 1945, 59.7 per cent of the pilots employed by twelve air lines 
averaged $700 per month or more, whereas only 1.0 per cent of 
the aeronautical engineers, no meteorologists, and 18.2 per cent 
of the company physicians averaged as much or more.® That 
air-line pilots are very well compensated by any reasonable stand- 
ard for their skill and qualification is evident. 

Length of Earning Life, The ALPA has long made much of 
the fact that the earning life of pilots is short and hence pilots 
must be compensated for the fact that they cannot expect many 
active years in the profession. Actually, however, the working 
life of the average pilot may now be expected to last until he 
attains his fiftieth birthday. Again, to quote Dr. McFarland: 

After an air-line pilot has flown for many thousands of hours, he possesses 
training and judgment in the air which cannot be purchased at any price. 
Any air line would give large sums to prolong the useful lives of the older 
pilots. One of the largest operating companies has over one hundred pilots 
who are over 46 years of age. Most of these men are in excellent health and 
are doing their best work at 45 to 60 years of age. It is recognized that they 
are a highly selected group and that if they live wisely with regard to diet 
and exercise, and the excessive use of alcohol and tobacco, they may be able 
to fly until they are 60 to 56 years of age.* 

Statistics of average pilot age are not very meaningful, in 
view of the youthful character of the industry. For example, 
statistics presented to the TWA Emergency Board showed that 
ages of 222 pilots employed by TWA averaged 33 years and 3 
months on December 31, 1945; but the averages ages of 62 meteor- 
ologists and 2,864 mechanics employed by the same air line in 
May, 1946, were 28 years and 10 months, and 31 years, respect- 
ively.^ We must conclude that the working life of a pilot is likely 

4. TWA Emergency Board, Carriers Exhibits No. 16 and 52. 

6. TWA Emergency Board, Carriers Exhibit No. 44; see also U. S. 
Bureau of Labor Statistics, op. oit., pp. 17-19, 35, for comparisons of pilots 
with dispatchers and meteorologists. 

6. Ross A. McFarland, “The Older Worker in Industry,” Harvard 
Business Review, Summer, 1943, p. 614. 

7. TWA Emergency Board, Carriers Exhibits Nos. 57-61. The TWA 
statistics are typical of those of other air lines. As of December 31, 194^ 
the average age of 3,770 pilots and co-pilots employed by the thirty' 
lines involved in the case was 31 years and 10 months. 
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to be longer tiian is popularly supposed, but ten to fifteen yean 
shorter than most occupations or professions. An offsetting 
factor, however, is the general air-lines practice of selecting man- 
agement personnel from pilots. Such promotion to better paying 
executive jobs will undoubtedly occur frequently as long as the 
industry continues to expand. 

Hazards. The ALFA has laid great stress in wage negotiations 
on the argument that piloting is a hazardous occupation, and 
Decision 83 was adopted to a laige extent on that basis. In 1932 
the rate of fatalities per thousand among pilots and co-pilots was 
36. That rate has steadily decreased, and in 1945 was only 2.6 
fatalities per thousand. The lower fatality rate is reflected in 
pilots’ insurance, rates which in 1931 were $60 extra premium per 
thousand, whereas the extra premium in 1945 and 1W6 was only 
$3.00 and $2.50 per thousand, respectively.' 

The hazards of pilots compare favorably with other similar 
employments; for example, the fatality rates for 1945 for railway 
road passenger engineers was 3.2 per thousand ; for yard brakemen 
and helpers, 3.4 per thousand. Similarly, extra premiums for 
insurance in these railroad occupations and in numerous other 
occupations and industries exceed those which pilots are now 
forced to pay.* 

The ALFA has claimed that the new and larger four-engine 
equipment increases pilot hazards. The difficulties with the 
Constellation engine which resulted in this type being temporarily 
grounded by order of the Civil Aeronautics Administration ap- 
peared to support the ALFA claim. These defects, however, 
have been fully corrected, according to the Civil Aeronautics 
Board.* Moreover, the Naval Air Transport Service, in nearly three 
years of operation, found the DC-4 was involved in only one- 
tenth as many fatalities as the DC-3.* The fact that four-engine 

8. TWA Emergency Board, Carriers Exhibits Nos. 27, 28, 75 and 76, 
Statistics from Civil Aeronautics Board and Connecticut life Insurance 
Company. 

9. TWA Emergency Board, Carriers Exhibits Nos. 29-^1. Recently 
the New York life Insurance Company announced that $2.60 extra premium 
would apply only to the first ten years of mi insurance contract, with no extra 
charge thereafter. 

1. New York Times, February 18, 1947. 

2. TWA Emergency Board, Carriers Exhibit No. 32. During this 
period, the NATS flew DC-4'8 65,763,341 transport miles with only one 
fatality; and DOS's 89,398,793 transport miles with fourteen fataiittes. 
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pbtaes can climb above much bad weather and are equipped witii 
the latest safety devices would appear to support a conclusioa 
opposite to that reached by the ALPA. Such a conclusion is 
borne out by the most recent accident data. In 1946, the Civil 
Aeronautics Administration announced that the fatality ratio 
for passengers per 100,000,000 passenger miles flown on domestic 
air lines was oifly 1.2 as compared with 4.8 in 1635 and 2.1 in 1945.* 
On the other hand, airport facilities have not been completely 
equipped to withstand the tremendous postwar e}q>ansion of air 
travel, and modem safety devices, e.g., radar, have not been 
utilised as fast as they mi^t be. Moreover, it cannot be denied 
that the pilot bears a tremendous responsibility for life and prop- 
erty, which is reflected in tensions or mental hazards not measured 
by fatality rates. To what extent these difficulties and tensions 
are great enough to overbalance the lowered fatality rates as a 
theoretical basis for high pilot eamirgs is, of course, not subject 
to measurement. 

Technological Advancement. Much of the ALPA argument 
before various wage dispute boards has been devoted to the 
question of pilots’ share in advancing technology, based on an 
analysis of the “pay load per ton mile.” Thus ALPA witnesses 
devoted considerable energy before the TWA Emergency Board 
to demonstrating that the new four-engine equipment carries a 
larger payload at less cost than does the DC-3, and therefore that 
pilots should receive a share of the savings resulting from increased 
“productivity” of the new equipment. ALPA also advanced as 
a corollary argument the claim that fli^t miles should be limited 
in order to cushion the xmemplojrment which they prophesied 
would result from the more productive equipment.* 

Decision 83, by automatically providing for increased rates 
for faster planes, and the TWA Emergency Board by implementing 
the mileage and hourly pay components of Decision 83, provided 
for pilot sharing in increased productivity. Whether pilots 
should receive a larger share, as the ALPA demands is open to 
debate. There is, however, evidence that the pilot share is 
generotis. In December, 1944, pilots were 3.76 per cemt of all 
8. New York Timee, January 29, 1947. 

4. TWA Emergency Board, Testimony, pp. 482 ff.; lilot Eshibite 
Nos. 10-14. 
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auvline employees, and received 14.38 per cent of all wage pay- 
ments in the industry.* 

As for technological unemployment, we have already noted 
that far from causing imemployment, larger, faster planes have 
created jobs for pilots by making air transport a more attractive 
method of travel, by opening up previously inaccessible areas to 
the industry, and by creating possibilities for further fare reduc- 
tions. 

Paradoxically, by attempting to prevent “unemployment” 
where employment is being created, the ALFA may find itself the 
cause instead of the cure. Prior to 1945, pilot wages did not loom 
important in managerial decisions regarding the use of new 
equipment. But the heavy wage demands and the militant tactics 
accompanying the 1945-1947 four-engine dispute have had im- 
portant repercussions. As a result of the pilot strike in October- 
November, 1946, TWA cancelled large orders for new planes and 
laid off the pilots who had been employed to operate them, and 
has been all but driven into bankruptcy. The demand for pilots 
is certainly less inelastic than formerly, and the ALPA could make 
it elastic. When one notes that ALPA wage demands are certain 
to be reflected in the demands of the other air-line employees, who 
are now organizing rapidly, that possibility is materially enhanced. 

Bargaining Power. Probably the most meaningful explana- 
tion of pilot ewnings is found in the bargaining power of the ALPA. 
A very strategically situated group, it has used its advantage to 
the utmost. In the face of an extraordinary large surplus of 
trained pilots which the war created, it has continued to boost 
the salaries of its members. Moreover, it has been unusually 
adroit in the political field. Despite its limited munbers (and 
votes), it has won the aid of Congress to a degree which has been 
exceeded by few organizations. Taking full advantage of the 
“romantic allure” of the industry and jobs, pilots, lobbying in 
their smart uniforms, have impressed tire legislators time and 
again. The latter’s sympathies have been obtained more easily 
because of the fact that they were also aiding the carriers with 
public funds. The results — Decision 83 written into law — are 
impressive indeed. Whether it will have similar success in the 
future remains to be seen. Certainly, the TWA strike was not 

5. TWA Emergency Board, Carrier Exhibit No. 42, bamd on data com- 
piled by Civil Aeronautics Board. 
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helpful. For, in the eyes of the public and the Congress, it reduced 
a group considered “professional” to the regular employee level 
and stripped them of their glamour. To what extent this will 
reduce their influence to the number of votes they can cast remains 
to be seen. 


CoNCTiTTSION 

Despite the high salaries and good working conditions on the 
air lines, industrial relations at the present time can scarcely be 
termed satisfactory from the point of view of either party or the 
public. Within the last two years negotiations between the pilots’ 
union and the various air lines have been conducted on a marathon 
basis and have been interrupted by one serious labor stoppage. 
Future prospects will, of course, depend upon many circumstances. 
There are important issues upon which pilots and carriers are in 
firm agreement. They include the continued improvement of 
safety conditions, the maintenance of private ownership as against 
government ownership utilizing armed service or civil service 
personnel, bettering competitive position of the air lines within 
the general transportation field, and the continued use of former 
pilots to fill executive positions. 

On the other hand, there are factors which may tend to worsen 
the possibilities of industrial peace. Decision 83 itself may be one 
of these. It provides for automatic increases under the highest 
minimum wage law in the land; but like any other sliding scale, it 
does not give proper political acknowledgement to union leaders 
for securing these increases, and one is impressed by the fact that 
ALFA leadership feels the need of acknowledgement of that 
character. The insistence of the union on long-drawn-out negotia- 
tions and a new bargain every time a new plane is introduced and 
on sQueezing the industry as hard as it can are certainly factors 
which make good industrial relations difficult. The bad feeling 
engendered by these tactics in the TWA foiu'-engine case may sur- 
vive for some years to come. Of particular importance in this 
connection will be the question whether the ALFA continues to 
attempt to deprive the carriers of the right for which the ALFA 
so vigorously, successfully, and rightfully fought — namely, the 
right to choose the bargaining agent without interference from the 
other party. 

Within the union there are other factors which may upset the 
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present equilibrium. These include opposition to Mr. Bdmoke’s 
leadership and dissatisfaction mnong co-pilots wilb tb^ lack of 
effective voice in union affairs. The extent to which either may 
assert itself remains to be seen. Finally, it should be noted that 
industrial relations in the air lines caimot be disassociated from the 
genertd industrial relations picture. The four-engine dispute was 
conducted when strikes were in the air. Today labor peace is the 
prevalent tone. It permeated the airlines when no difficulties arose 
over the introduction of the new DC5-6. If the pilots and carriers 
can continue to settle their problems before the calm atmosphere 
dissipates itself, perhaps they can restore mutual respect and a 
common will to peace. 

HiaiBEBT R. Northbup. 

Niw Yomc School op Socul Work, 

CoLoiiBU Univxbsitt 



SMALL-SCALE INDUSTRY IN JAPAN 
SUMMARY 

1. The rdle of Bmall-scale industry: the prewar situation, 678; produc- 
tivity, 682; trends, 684; war-time changes, 6^; the social context, 592. — 

II. IVospects for large-scale industry: effect of air raids, 693; occupation 
policies, 693; other unfavorable factors, 694; the textile industry, 696. — 

III. Prospects for smaU-scale industry: advantages of small-scale plants, 597; 
obstacles to survival, 699. — IV. Implications: absorption of labor, 601; 
development of a strong middle class, 602; needed reforms, 602; the labor 
movement, 603; occupation policies, 603. 

In the process of reshaping the Japanese economy to peaceful 
and democratic ends, the Allied Occupation is induencing the 
character of virtually every economic institution, sometimes by 
direct measures and sometimes by the unintended consequences of 
other policies. One of the developments which has not j'^et received 
much attention is the altered r61e of small-scale industry. 

Before the war, industrial production in small shops, especially 
in tiny domestic workshops, was a notable feature of the Japanese 
economy. While these small shops resembled their counterparts in 
other countries with respect to many of the technical methods and 
operating problems, they acquired a special character in Japan 
because of their widespread extent, their persistence, and their 
conservative influence on the social structure. Unlike the situation 
in the United States, where “small business” is often championed 
as a bulwark of democracy, small-scale industry in Japan lacked 
the attributes which have gained support for the American institu- 
tion. 

Under the economic circumstances of the post-Surrender 
period and the policies of the Occupation authorities, small-scale 
industry is likely to expand. This article assesses the probable r61e 
of small-scale industry against the background of its earlier history. 
Section I is concerned with the prewar and war-time trends, intro- 
ducing new data drawn from Japanese sources and from the findings 
of the United States Strategic Bombing Survey, of which the writer 
was a member. The other sections deal with the current situation, 
covering the prospects and significance of an expansion of small- 
scale industry in the new Japan. 
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I. The R 61 .B OF Small-Scale Inditstrt 

For the purposes of this discussion, small-ecaJe industry is 
defined as manufacturing and processing establishments with less 
than fifty workers.' Within this group in past years a certain 
variety of t3rpes has been observed. Some shops had a fair amount 
of power-driven machinery, while others depended on handicraft. 
Some were conducted in homes with family labor, including the 
part-time work of school children and housewives, while others 
occupied small factory buildings and used hired help. Some were 
operated on a regular basis all year round, but others were inter- 
mittent or seasonal activities complementary to other occupations 
such as agriculture or fishing. Some turned out finished products 
for sale to ultimate consumers, while others specialized in com- 
ponents which were supplied to outside factories on a sub-con- 
tracting basis. Some produced traditional goods for local con- 
sumption — for example, floor mats {tatami)^ wooden clogs {geta), 
and various foodstuffs; others manufactured Western-type items 
for export as well as domestic sale — for example, lacquer wares, 
pottery, light bulbs and bicycles. Some of the small shops were 
independently financed and operated, but others were linked witJi 
large business organizations or were financed by commercial 
capitalists. Thus small-scale industry ran the gamut from the 
most primitive kind of handicraft to small mechanized factories; 
and from independent business units to cottage industries which in 
effect did outwork on a piece-rate basis.* 

Despite such variations, the small-scale industries were clearly 
distinguishable — in type as well as in size — from medium and 

1 . It is noteworthy that the term “small-Bcale industry’^ refers to the size 
of the individual production unit, not to the size of an industry. Small-ecale 
producing umts are found even in the largest industries. 

This definition of scale in terms of employment in the individual produc- 
tion unit is adopted in conformity with the Japanese statistics. Data are not 
available for determining what proportion of the producing units are inte- 
grated, horizontally or vertically, in large combines. However, in the area 
of small enterprises, outright integration is not favored as much as other, 
looser forms of organization; hence we have assumed that in the tyincal case 
the small plant is an individual proprietorship. 

2. Uyeda, T., The Small Industries of Japan, Institute of Pacific Rela- 
tions, Oxford, 1938; Farley, Miriam S., ‘‘Pygmy Factories — The Backbone 
of Japanese Industry,** Far Eastern Survey, January 6 , 1937; Schumpeter, 
E. B., et al., The industrialization of Japan and Manchukuo, 1930-1940, 
New York, 1940, ch. XII-XV; Orchard, J. E.^ Japan*fl Economic Position, 
New York, 1930. 
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large-scale factories.’ In general, small-scale shops required little 
plant and capital equipment, since they relied on a very high ratio 
of labor to the other factors of production. The mechadcal equip- 
ment was ample but sometimes highly specialized and was uti- 
lised to an extent and efficiency made possible by Japan’s abundant 
supply of electric power. Much emphasis was placed on manu^ 
dexterity, resulting in skills exceeding those of most workers in the 
more highly mechanized factories,* at the same time, the small 
shops had a large proportion of quite unskilled persons (including 
children) to do simple preparatory or finishing tasks and heavy 
work. The work force, commonly built around the family as a 
nucleus, was held together by close personal and customary rela- 
tionships, which recognized and adjusted for various interruptions 
to regular working. An important outcome of these traits was the 
fact that the small shops were capable of irregular operations, em- 
plojdng small and varying stocks of raw materials as well as varying 
amounts of labor. Finally, the products were usually sold locally — 
either for direct consumption or for wider distribution by the 
parent firm, the merchant capitalist, or the producers’ guild. 

These traits contrast with the characteristics of the medium 
and large-scale enterprises, which emphasize a higher ratio of 
capital equipment to labor, along with regularity of operation, 
finely sub-divided tasks, and distribution of the products to an 
extensive mass market. In this, the larger enterprises resepnbled 
their counterparts in other countries, although few became truly 
mass-production operations. 

The special character of small-scale manufacturing units does 
not mean that these units were restricted to a few industries or to a 
small share of all industry. Table I presents for 1939’ the distribu- 
tion of employment by size of plant. Small shops as defined here 
represented more than half of all industrial employment, while 

3. Large-scale industry in Japan is defined here as establishments 
emi^oying 1000 or more operatives, while medium-scale enterprises employ 
fiO to 1000 operatives. This dassification is based upon homogeneity of type 
and of trend, but is necessarily somewhat arbitrary; in certain indudries the 
small-soale limit might more appropriately be set at 80 workers, while large- 
scale operations might begin with 600 employees. 

4. The year 1939 was selected for analysis because in that year, for the 
first time, tlm Japanese statistics covered all sizes of plants; and because 
subsequent years were affected more and more by the special distortions of 
the zmr effort. The record before 1939 and in subsequent years is discussed 
below. 
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I*. Industrial Statistics (Kogyo Tokeihyo), Ministry of Commerce and Industry, Tokyo. 



BMALL^CALE INDUSTRY IN JAPAN 


681 


inedium«6issed enterprises claimed little more than on&*fourth and 
largeHscale less than one-fifth. Small-scale manufacturing was found 
not only in the manufacture of traditional Japanese-type goods and 
handicraft items, but also in industries which in Western countries 
tend toward a larger scale of operation. As Table I indicates, small 
shops in 1939 constituted 44 per cent of the textile industry,* 
42 per cent of the metal-working, 36 per cent of the chemicals.* 
Of course, the percentage was highest in the peculiarly traditional 
or handicraft trades, such as ceramics (66), lumber and wood- 
working (90), food-processing (84) and miscellaneous trades (86); 
but only in the manufacture of machinery and tools did the per- 
centage (26) fall far short- of the all-industry average of 63 per cent. 

Within the broad categories, the small shops tended to con- 
centrate in certain branches. Thus in textiles the small-scale 
branches were throwing, weaving, hosiery-knitting, dyeing, 
bleaching and finishing, and a few other operations, which together 
provided about one-half of all employment in the textile industry; 
while spinning and cotton broad-woven staples were in the hands 
of a few large firms. Similarly, in metal-working the small-scale 
branches were casting, miscellaneous metallic goods, and plating — 
branches which accounted for more than half the whole metal- 
working category; but iron and steel, copper-refining, etc. were 
large-scale operations. In machinery and tools, small shops were 
chiefly devoted to the manufacture of the simpler implements and 
components of complex machines. In chemicals, they were impor- 
tant in paints and varnish, oil and tallow, celluloid, leather prepa- 

6. In the Japanese classification, “Textiles'^ refers to spinning and 
weaving and associated activities. The manufacture of clothing is included 
in the ‘‘Miscellaneous"' category. 

6. For a suggestion of the order of magnitude of these percentages, the 
following figures on United States industry in 1939 are presented: 


Industry 

Emplo^ent in plants with less than 

51 workers as a per cent of employ- 
ment in all plants in each industry 

Testil6S (excluding apptirel^ 

5.2 

Iron and Steal and their products . . . . . 

9 7 

Non-ferrouB metals and tneir products . . 

Ohemioala 

All mAttufttnturlnflr induiitrica 

21.2 

27.2 

207 



These percentages are calculated from the Sixteenth Census of the United 
States, Manufactures, Vol. 1, using the data on wage-earners, adjusted for 
entrepreneurs who are operating workers. The United States figum should 
not compared directly with the Japanese statistics, because of differences 
in definition and classification. 
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ration and other li^t chemicals production, aggregating about 
one-fourth of ail chemical emplo 3 rment.^ 

It is worth noting, in contrast, how the medium and large-scale 
enterprises were distributed among the various industries. Med- 
ium-sized factories, which in 1839 claimed nearly 28 percent of all 
industrial employment, constituted more than this average per- 
centage in textiles, machinery, chemicals and public utilities. In 
the case of large factories, which accmmted for nearly 20 per cent 
of all industrial employment, emphasis was concentrated on metals, 
machinery and chemicals; in textiles, less than 14 per cent, and in 
other indristries practically negligible shares of employment, were 
claimed by the large rmits. 

Attention to the statistical breakdown of plants by number of 
employees should not obscure the functional relations between the 
various size-classes. While in such industries as food-processing 
the small plants often could operate quite independently, in other 
industries, such as metal-working, the little shops were obviously 
dependent upon the larger establishments for their raw material 
as well as for part at least of their equipment, markets and financ- 
ing. In cotton textiles, the spinning of the yam was concentrated 
before the war almost completely in the great mills of twenty-three 
firms (which have now been reduced to ten firms as the result of 
war-time amalgamations) ; but at the weaving stage, the yam was 
used by numerous small independent units.* In the manufacture of 
electrical equipment, a high degree of specialization was attained 
by small plants, which fed components into master factories. 

Another vital consideration is the productivity of the small 
plants, i.e. their ability to contribute to the goods and services 
available for consumption, capital formation, the balance of foreign 
payments, etc. Little enough is known about this subject, ev^ for 
the most advanced industrial nations; in the case of Japan, only 
the most mdimentary analyses have been made. The usual ^ding 
has been that Japanese small-scale shops rank lower in value of 
output than in niunber of workers, and the conclusion has some- 

7 . Data for the above are drawn from the Industrial Statistics (Koe^ 
Tokeihyo), 1939. The concentration of the small shops in certain lines witl^ 
the broad categories is important for the question of the ability of the little 
units to stand alone; see discussion in Section II. 

8. The Textile Mission to Japan, Department of State, Publication 2619, 
Far Eastern Series 13, 1946. 
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times been dravni that small-scale industry is less efficient than 
larger establishments.? 

This method of analysis is quite dubious. The experience of 
other countries has demonstrated that value-of-output figures are a 
very inadequate measiu^ of efficiency In fact, alternative meth- 
ods, such as analysis of costs of production for id^tical products, 
and analysis of rates of return on invested capital for profitable 
businesses only, have demonstrated that efficiency is not directly 
correlated with increasing size of plant.* There is an important 
distinction to be drawn here between technologic efficiency and 
commercial success, although the two are frequently confused. This 
distinction is particularly relevant to Japan, where the commercial 
enviromnent has been decidedly adverse to the small busine^ 
man. All observers agree that the entrepreneur and his workers 
were able to extract only a very low standard of living from the 
operations of small shops. In part this performance may be attrib- 
uted to lack of managerial skill, but still more importance may be 
attached to other factors: the ability of money-lenders, landlords, 
suppliers of materials and parent factories to e.Kploit the small 
firm, the cut-throat competition among the multitudes of little 
units, the burden of severe taxation, the direction of the Govern- 
ment’s financial and other aid in the past primarily in favor of large 
companies, and the barriers to modernization resulting from diffi- 
culties in accumulating or borrowing funds. 

In the technologic operation alone, the Japanese have shown 
themselves very ingenious at adapting their system of small-scale 
production to the lines in which they have special advantages. In 
the case of Japanese-type goods, whose production is overwhdm- 
ingly small-scfde, it appears that large factories were often techni- 
cally inferior; because of consumer specifications and the require- 

9. See, for example, Farley, op. cit., p. 6, and Utley, F., Japan’s Feet of 
eSay, p. 161. 

1. Under "General Explanations," the Census of Manufaotures for the 

United States, 1939, points out that the value-of-output approach is vitiated 
by failing to take account of the value of the materiiJs and products aa.tering 
into each successive stage of the productive process (p. 5). There are other 
limitations, particularly the influence of market valuations of diverse products, 
which furtW reduce the usefulness of value-of-output figures for comparisons 
of eflteiency by size of plant; and these limitations ato apply to “value^ded" 
figures, wMch Japan does not have. , 

2. See TNEC Monograph No. 13, Belative Effioiency of Large, Medium- 
sued and Small Business, and Crum, W. L., Corporate Sise and 
Power. 
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ment of hi^ quality, together with the handicraft character of the 
processing and its ready divisibility into separate stages, small 
shops were the appropriate unit. In the case of large-scale assem- 
bling operations, small shops developed a high degree of special 
skill in producing component parts for the parent plant. In still 
other lines, many a small shop found that the operation of a sin^e 
machine-unit could be at least as efficient as the operation of a long 
line of such units, if there was no concatenation between them. In 
general, it appears to be true that neither technologic efficiency nor 
commercial success is a simple function of size in the Japanese 
economy any more than in other countries. The prospects for 
smaU-scale industry in the postwar period will be dependent in 
large part upon the kind of commercial conditions which develop 
under the Allied occupation. 

Before turning to these prospects, it will be useful to review 
the trends in small-scale industry in Japan, starting with 1930 and 
carrying the record through the war. The extent of small-scale 
industry in 1930, great as it was, seems to have been exaggerated 
by most students of the Japanese econom3^ Because of the lack of 
statistical data on the smallest shops (those emplojing fewer than 
five operatives), it was necessary to rely on estimates by Japanese 
statisticians. As a result, it has been generally assumed that in 1930 
small-scale shops accounted for almost three-foxirths of all indus- 
trial employment, the 1-4 class alone being held responsible for over 
half the total.’ The basic data on size of enterprises came from 
the surveys of the Ministry of Commerce and Industry, and were 
published as Factory Statistics (renamed Industrial Statistics in 
1939). Until 1939 these statistics were compiled from the ques- 
tionnaires directed to employers who hired five or more opera- 
tives.’ In order to secure a complete picture, Japanese statisticians 
made estimates for the workshops employing fewer than five work- 
ers. The usual method was a fairly crude subtraction of the 1930 
Factory Statistics from the total of the industrially occupied popu- 
lation as enumerated in the 1930 Census of Population, the differ- 

3. E. g., Allen, G. C., in Schumpeter, op. cit., p. 622, and Farley, op. cit., 
p. 2, both citing Uyeda, T., The Growth of Population] and Occupational 
Changes in Japan, 1920-1935, Institute of Pacific Relations, p. 15. 

4. An “operative” is a person actually engaged in the productive process, 
whether part-time or full-time, and is distinguished from clerical, trahnical 
and supervisory employees, gatekeepers, messengers, and charwomen, etc., 
and from self-employed persons and family workers. 
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enoe being taken to represent the workers in the 1-4 class** Al- 
though some allowance was made for obvious differences in cover- 
age, the two series were not carefully adjusted. It is, in fact, doubt- 
ful whether the two sets of statistics can be used together reliably* 

No new direct data on the 1930 position are available, but it is 
now possible to show that the estimation technique probably exag- 
gerated the extent of small-scale industry. In 1939 the Ministry of 
Commerce broadened the scope of Factory Statistics to include the 
smallest shops — those employing less than five operatives.* The 
actual count of employment in these shops, including self-employed 
and family workers, in 1939 and again in 1940 yielded a figure that 
was about half the number estimated for 1930.^ 

This large discrepancy does not of itself constitute a proof that 
the 1930 estimate was in error. It is possible that a great absolute 
and relative decline in small-scale industry occurred between 1930 
and 1939. However, this supposition runs counter to general im- 
pressions of contemporary observers,* and is contradicted by the 
available statistics.® It seems reasonable to conclude, therefore, 

6. See Asahi, L, The Economic Strength of Japan; Takahashi, K., 
Factors in Japan’s Recent Industrial Development; Uyeda, T., The Growth 
of Population and Occupational Changes in Japan, p. 14; ^cial Reform 
(Sakai Seisaku Jiho), June, 1941, pp. 109-111; ibid, April, 1940, pp. 123-166; 
Takano, I., ^'Statistics in Japan and Germany in Relation to Small Size 
Industries,” Ohara Social Research Institute Magazine, Vol 3, No. 7; Nippon 
Rodo Nenkan, 1938, pp. 7-9. 

6. The statistics were presented in two series. One set continued to 
deal only with those factories employing five or more operatives, while the 
other set covered only shops with fewer than five operatives. In the latter 
group, self-employed persons and family workers were counted. 

7. The number of workers in 1930 in shops employing fewer than five 
was estimated at nearly 2.4 million according to the Japan Labor Year Book 
(1937), whereas the Industrial Statistics showed only 1.2 million in 1939* 

S. According to Miss Farley, writing in 1937, "Since 1930, according to 
the testimony of several observers, there has been a rapid increase in the 
number of small plants, stimulated by the wide margin of competitive advan- 
tage conferred by depreciation of the yen. It seems probable that small-scale 
industry has not only held its own in a period of rising employment, but has 
more than maintain^ its relative position.” Op. cit., p. 2. 

9. Between 1930 and 1939 every size class counted by the Factory 
Statistics showed a sizeable absolute increase in employment. For all factories 
employing five or more operatives, total employment more than doubled* 
(See Table II-A.) It will also be seen from Table II-A that the smallest class 
counted during the thirties — the 5-9 group — just about held its relative 
position from 1930 to 1939, and the next two claases actually improved their 
standing somewhat. Furthermore, as regards the 1-4 class, in the years 
following 1939 (the earliest date for which we have direct figures on this class), 
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that the earlier figures contained a considerable degree of errcn*, and 
that the employment provided by the domestic shops (1-4 workers) 
probably was closer to the 1939 percentage which was about 
one-fou^ of all industrial emplojrment, than to the 1930 estimate 
of over half the total.‘ 

The significance of this error can be seen, for example, in the 
opinion held by Professor Uyeda and others that J apan had as much 
handicraft industry in 1930 as Germany had had in 1880.* How- 
ever, if the number of workers in domestic shops in Japan in 1930 
was actually considerably smaller than has previously been sup- 
posed, the proportion of small-scale employment probably was not 
much larger in the Japan of 1930 than in the Germany of 1925. 
This does not mean that small-scale industry was not important in 
both coimtries. Both Japan and Germany present a sharp contrast 
to the United States, where in 1939 not quite 21 per cent of all 
workers were employed in establishments with less than fifty 
employees.* 

The trend of small-scale industry from 1930 to 1939 must be 
measured in terms of factories employing 5-49 workers (Table II-A). 
For the years 1939-1942 data are now available covering plants 
in the 1-4 class along with the larger ones (Table II-B). The small 
plants showed a slight relative gain from 1930 to 1939, tending 
to level out during 1939-1941, with the first signs of a sub- 
stantial decline appearing in 1942. The individual classes show 

there was no strong downward trend, such as might have been expected if a 
decided decline had been in progress daring the preceding years. 

1. Some evidence as to the magnitude of the error of the 1930 estimate 
is obtained by applying the 1930 estimation method to 1940 data. If the 
method were valid, the results should not be far different from the actual 
count of employment in small shops. When the calculation is actually made, 
the results tom out to be far larger than the actual count made by the Ministry 
of Commerce and Industry, particularly if family workers and entrei»eneure 
are excluded. While it is entirely possible that there is serious under-counting 
of the tiny shops in the Industrial Statistics, there is a counterbalancing bias 
in the inclusion of family workers, many of whom worked part-time only. It 
therefore seems reasonable to conclude that the 1930 estimation technique 
yielded an exaggerated figure. 

2. Professor Uyeda points out that "in 1925 only 22 per cent of the 
industrial workers of Germany were in plants having fewer than six employees 
and 46 per cent in plants having fewer than fifty”; whereas Japan was alleged 
to have 63 per cent of the total industrially employed in establishments having 
fewer than five workers, and 70 per cent in shops mploying less than fifty. 
(Uyeda, T., The Small Industries of Japan, pp. 8-9). . 

3. Computed from Census of Manufactures, 1939. 
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some annual variation around this general trend, but do not depart 
from it widely. By contrast, the medium-sized group reveals a 
marked and almost uninterrupted decline: from 1930 to 1942, each 
of the three groups — 50-199, 200-499, and 500-999 — lost a large 
part of its share of all industrial employment. The most remark- 
able development of these years was the rapid growth of the largest- 
sized group, plants with 1,000 or more workers. The intense de- 
velopment of heavy industry and the preparation for war are re- 
sponsible for the stimulation given to large-scale establishments. 
In a sense this stimulation was ‘*at the expense of^' the middle- 
sized group, but in actuality many a plant moved from the medium 
to the large category by expanding its facilities or increasing the 
number of shifts. 

The small plants, on the other hand, maintained their share 
in the greater volume of economic activity by serving as subsid- 
iaries to the fast-growing large factories. Even after Pearl Harbor, 
small industry did not vanish, and did not even decline significantly 
up to 1943. Thereafter a new pattern set in: units employing less 
than 10 operatives (these were chiefly domestic workshops) almost 
disappeared during 1943 and 1944 except in some tradition^ lines, 
while units employing 10 to 50 operatives actually increased their 
numbers in some industrial categories. The decline of the smallest- 
sized shops resulted from special war-time causes. The military 
draft frequently took the head of the household, who was usually 
indispensable to the domestic workshop, and deferments or ex- 
emptions even for essential productive work were rare; labor con- 
scription often swept up the head of the household and one or 
more of his former assistants or employees, sending them into the 
large war factories. The inability to obtain materials, interrup- 
tions of transportation, scarcity of food for the ordinary civilian, 
and other war-time dislocations drove many household imits out of 
business. On the other hand, the units having 10 to 50 operatives 
made a substantial contribution to the war effort; it was found to 
be both necessary and desirable to enlist their facilities as feeder 
plants to larger establishment^ using the sub-contracting and 
putting-out systems. In case of Uie electrical industry, this 
movement went so far thai(^ About two4hirds of the total output of 
communications equipment came from small plants.^ 

4. The discussion of war-time developments in this and following pages 
is based laifsbr, on information collected by the United States S^tegio 
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Some measure of the changes will be found in a rough statis* 
tical comparison. The Industrial Statistics were not collected in 
1943 and 1944, but some figures for 1944 and 1945 have been pub- 
lished by the Ministry of Public Welfare.* These figures we not 
strictly comparable with the data presented in Table II, and the 
size breakdowns are also different. However, the pattern given for 
June 1944 is coni^tent with the views of Japanese govermnent 
e fficiala and businessmen that between 1942 and 1944 there was 
a vast increase in the relative position of the largest plants and a 
drastic decline in the proportion of the smallest shops, while the 
small shops having 10 to 50 operatives did not do badly. 

During 1945, the situation changed once more, as the £ur at- 
tacks hit Japan.* The urban area attacks were extremely devas- 
tating, as has been reported many times, and the small plants were 
usually situated in the midst of dense urban centers. In some of the 
large cities which were subjected to intensive attack, destruction 
of small plants ran very high. In Tokyo, for example, approx- 
imately 70 per cent of the plants having less than 50 employees 
Bombing Survey, including investigations made by the writer whUe in Japan 
with the Survey. 

5. The percentage distribution derived from the figures for June, 1944, 
is as follows; 

Size — Claas of Factories Percentage of Employment 


Total 100.0 

Less than 10 employees* 3.3 

10-99 employees 20.7 

100-499 employees 16.8 

600-999 employees 8.9 

1000 employees and over . ^ - i 61.3 


Source: Computed from figures released by Ministry of Welfare, as reported in Jiji Press, 
April 3, 1946. ^ j 

* Judging from the character and origination of the data, this olass probably does not 
include the factories with less than five woikers. 


6. Figures on ‘^factories destroyed during the air war/' computed as a 
percentage of factories in operation in June, 1944, are as follows: 


Sise — Class of Factories 

Percentage of Factories 
“Destroyed” 

Less than 10 employees* 

23 

10-99 employees 

21 

100-499 employees 

30 

600-999 employees 

*20 

1000 employees and over 

7 


Source: Jiji Press, April 3, 1946. 


* The oategory *'Les8 than 10 employees” may not include faotones with less than jw 
workers. Also, It is possible that destruction among the smallest shops was substantially vam0^ 
counted. 
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ceased operations between October, 1944 and August, 1045, while 
larger plants suffered only a 20 per cent loss.^ However, there is 
evidende which suggests that, for the country as a whole, the de- 
struction of small plants was not much more extensive than the 
destruction of medium-sized ones — while large factories took a 
much lighter loss. 

The largest factories were situated on the outskirts of large 
cities, and so escaped the full effect of the conflagrations that swept 
densely settled areas. In the case of the smaller-sized plants, a tour 
of Japanese citi^ soon after the Surrender revealed some repairable 
equipment in domestic workshops and small factories, even in areas 
which had been swept by fire. Furthermore, the lathes, looms and 
other machine tools used by farmers for off-season work, were 
found to be intact in most cases, since bombing did not hit the rural 
areas, and the equipment was often rmsuitable or unavailable for 
removal to any large factory. In fact, some urban artisans sent 
their equipment to friends or relatives in the country for safe- 
keeping, just as many large textile factories dismantled tlieir 
machinery and stored it in caves. 

The Ministry of Welfare report already cited contains some 
statistical information on employment by size of plant, for plants 
in actual operation in December, 1945, four months after the 
Surrender.* These statistics suggest that between Jime, 1944, 
and December, 1945, total industrial employment declined by 
70 per cent; however, this change may have been due to the 
coverage of the surveys as well as to an actual decline in employ- 
ment. Using the figures only for proportions, it appears that the 
share of small shops (those with less than 100 operatives in this 

7. Computation based on data collected by the Urban Areas Division 
of the United States Strategic Bombing Survey and published in The Effect 
of Air Attack on Japan’s Urban Economy — Summary Report, March, 1047. 

8. The percentage distribution of phmts in operation in Dumber, 1046, 
was as follows: 

8ize>claae of Faotoriea Percentage of Employment 


Total 100.0 

Less than 10 employees 8.2 

10-99 employees 44.4 

100-499 emi^oyees 24.1 

600-999 employees 9.0 

1000 employees and over 14.3 


Source: Jiji Frees, April 3, 1940. 
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tabulation) had greatly recovered from the preceding year, while 
the largest factories had dropped precipitously. However, the 
unreliability of the statistics in question prevents any detailed 
analysis. 

The postwar trends may be somewhat clarified by the Labor 
Census of Japan taken in mid-1946. The results of this census 
are being published in successive sections; as the section on 
emplo 3 nment by size of firm was not available at this writing, we 
shall examine the report on establishments by size of firm (Table 
III). 

TABLE III 


Industrial EsTABLisaioiNTS, Bt Sizr 


Size-Class of Establishments 

Percentage of Establishments 


December, 1939^ 

June, 1946t 

1-49 employees 

987 

96.3 

1-9 employees 

91.0 

81.2 

10 - 49 employees 

7.7 

16.1 

50 - 999 employees 

1.25 

3.6 

1000 employees and over ... . 

.06 

.1 

Total 

100.00 

100.0 

Total Number of Establishments 

707,694 

366,263 


* Computed from Industrial Statistics, 1939, collected by the Ministry of Commerce 
and Industry 

t Computed from Annual Labor Census of Japan, 1946, "Number of Establishments 
in Japan, by Industry and Size, as of June 30. 1946," E^onmnic and Sdentifio Section, Research 
and Statistics Division, SC AP, January 2, 1947 ^meographed). The census was taken by 
the Cabinet Bureau of Btatutios of the Japanese Uovemment 

Comparison of the two sets of data shown above is not simple, 
since the figures were collected by different agencies, each using 
its own definitions and coverage, and operating under quite dis- 
similar conditions. In particular, there is reason to suspect the 
1946 survey of undercounting the smallest establishments. Like- 
wise, comparison of these data on establishments with previously 
discussed data on employment cannot be done readily. Finally, 
many of the establishments reported as existing in 1946 were in 
fact partly or wholly idle. Recognizing these limitations, we may 
note first the severe drop in the total number d establidunents 
between 1939 and 1946, reflecting the generally low level of 
economic activity in Japan since the Surrender. Of this reduced 
total, the small shops are still the vast majority — so great a pro- 
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portion, in fact, that the larger establishments were able to double 
or triple tbeir share of the total without seriously cutting into the 
predonunance of the little units. The actual count in the 1946 
Census showed no decline from 1939 in the absolute niunbers of 
establishments reported in the various groups with 10 or more 
workers. There was an actual increase in most of these groups. 
Almost the whole decline in the total was drawn from the 1-9 
group, especially the 1-4 class. This is to say, if we may trust 
the figures, that establishments with 10 or more workers increased 
their relative share from 1939 to 1946; the greatest gain in fact 
seems to have occurred among the medium-sized enterprises. 

To sum up the recent history of small plants: they were not 
much affected by war-time changes until after 1942; as a wide- 
spread form of organization, they persisted throughout the war; 
individual units suffered some closings during 1943 and 1944, 
and suffered widespread destruction during 1945; while the end 
of the war undoubtedly found a great reduction in the total 
number of establishments (the reduction being concentrated 
among the smallest tmits), the physical and organizational poten- 
tialities for a fairly rapid revival still existed. 

In considering the history of small-scale industry, especially 
with a view to future prospects, it is important to recall the social 
context which in the past supported this system. A major factor 
was the pressure of population increase against limited resources. 
Other prominent features were the extreme concentration of power 
and wealth, and the organization of society on paternalistic lines. 
There was practically no enterpri.sing middle class, limited labor 
organization, restricted availability of capital for the growth of 
small enterprises to larger size, and a remarkable conservatism of 
traditional arts and consumption habits. In this context, small- 
scale shops functioned very naturally. Whether they can continue 
to fimction in an environment where some pha.ses of the prewar 
situation have been swept away, while others have been intensified, 
is one of the questions to which the following sections are directed. 

It is also important to note the contribution of small-scale 
organization toward the maintenance of the social system of pre- 
war Japan. While the small shops served as sources of employment 
and income, they yielded — under existing conditions — only a 
low standard of living, and they offered little hope of social progress. 
Both wages and profits were lower than in larger plants, and work- 
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ing conditioDS were worse. Competition amcmg the small shops 
was intense, and led to charges of dumping in foreign trade as well 
as exploitation of workers at home. The obstacles to unionization 
— multiplicity of units, small numbers of workers in each unit, 
paternalistic relations between employer and employees, meager 
margin of profits, etc. — limited the organization of this body of 
workers, who constituted the bulk of the industrial labor force. 
The income of the entrepreneurs was too small and too insecure to 
foster the growth of an independent middle class, which might have 
stood up against the power of the great family combines (the 
Zalbatsu). Generally speaking, small-scale organization was re- 
garded by many liberals, both foreign and Japanese, as undemo- 
cratic, a survival from feudalism. Whether these traits will cling 
to the small shops under postwar conditions, or whether they can 
be adapted to democratic aims, is another question considered in 
the following pages. 

II. Phospects fob Lahge-Scale Industbt 

Quite apart from a possible revival on the part of small enter- 
prise, there is likely to be a relative shift away from the largest 
units. Both war-time destruction and peace-time occupation pol- 
icies tend to curtail the large-scale enterprises, at least for some 
years to come. 

The most obvious factor is the effect of the air-raids, which 
wiped out or badly damaged many large plants which will not be 
rebuilt in the near future. It is true that the visitor to Japan today 
sees many big plants (such as the Nakajima aircraft works in the 
suburbs of Tokyo and the naval rep& shops along the waterfront 
in Sasebo) still standing almost intact on the outskirts of cities 
where fire has gutted the centers of dense population and small- 
scale industry. However, a number of great factories were de- 
stroyed in the fire raids; others were devastated by precision at- 
tacks, which had their successes as well as their conspicuous 
failures. Furthermore, the damage which was inflicted on large 
establishments will not be readily repaired, whereas mai\y sm^, 
simple workshops can be reconstituted out of diverse parts and 
odds-and-ends of salvage. 

Looking beyond the physical destruction, it is evident that the 
heavy industries (which are the most highly mechanized and have 
the largest processing and fabricating plants) are the prime ones 
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to be removed, eliminated or stringently limited, in order to mini- 
mize Japan’s war potential and to pay reparations to the Allies. 
The manufacture of munitions, including aircraft (which used giant 
plants and plant-complexes together with a sizable labor force), 
was banned early in the occupation.® Munitions plants will be 
removed or destroyed; major portions of other large-scale indus- 
tries, such as iron and steel, light metals, basic chemicals, heavy 
engineering, and shipbuilding, may be made available for repara- 
tions removals.^ 

Another important factor is that nations seeking reparations 
from Japan prefer to claim the largest and most modem plants — 
rather than a multitude of small, diverse plants, many of them 
obsolescent, and many designed only for making Japanese-type 
goods. The Far Eastern Commission’s policy declaration, placing 
the Zaibatsu enterprises at the head of the list of plants to be made 
available for reparations payments, will certainly have the effect of 
earmarking many large plants for removal from Japan.® However, 
in the case of some civilian-type industries, which are intended to 
be the support of postwar Japan, it may prove diflBcult to remove 
all the large plants without destroying the entire industry.* 

Other conditions adverse to big business will arise from the 
Allies’ program for the democratization of Japanese industry. The 
program for dissolving the Zaibatsu holdings and for preventing a 
future resurgence of these family monopolies may take the form of 

9. SCAP Directives of September 6, 1946, September 22, 1946 and 
November 18, 1946. (Occupation of Japan, United States Department of 
State, Publication 2671, Far Eastern Series 17, page 41). 

1. The reparations program which had been proposed by Edwin W. 
Pauley, as reported in The Washington Post, Novemto 29, 1946, would have 
instituted a drastic curtailment of Japanese heavy industry and would have 
hit particularly at the largest plants in certain categories. It now seems 
likely that the reparations program will be somewhat less drastic, and will 
aim at leaving Japan a reasonably balanced industrial structure. Recent 
developments tending in this direction include: (1) the policy decision of the 
Far Eastern Commission setting *^the peaceM needs of the Japanese people’’ 
at ^^substantially the standard of living prevalltog in Japan during the period 
1930-1934” (Press Release, Far Extern Commission, April 17, 1947); 
(2) another decision of the Far Eastern Commission declaring that reparations 
shall be in such form as ’'would not prejudice the defraying of the cost of 
occupation and the maintenance of a minimum civilian standard of living” 
(The Washington Post, May 21, 1947); (3) increasing attention to the possi- 
bility of drawing part of reparations from current production rather than 
wholly from capita equipment. 

2. "Interim Reparations Removal Program,” Occupation of Japans 
p. 156. 
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placing specific limits upon the size of work force or the scale of 
operations of any given plant. It is noteworthy that in Germany 
the American Military Government has decided to break up all 
enterprises employing more than 10,000 persons.* The purge of 
former industrial leaders, as actual war-criminals or as otherwise 
undesirable elements, tends to rule out the men who were most 
familiar with large-scale production, distribution and financing. 

■The resulting scarcity of big business management will prob- 
ably be matched by a scarcity of big business funds; for in addition 
to losses already suffered and the freeze on deposits which is still in 
effect, recent legislation provides for a capital levy, a property- 
gains tax, and revision of the income tax rates in the direction of a 
more progressive structure.* These measures will fall heavily upon 
the great accumulations of capital funds in the hands of a very few 
persons. For the time being, most of the funds so collected will be 
impounded in order to combat inflation; later on, part of these 
fimds will probably be spent for public works to cope with unem- 
ployment, while another part may eventually become available for 
loans to business. I^astly, the indemnities which the Japanese 
government had proposed to pay to busmess firms as compensation 
for war damage, and which were an important element in big busi- 
ness plans for postwar reconversion, have been rejected by SCAP 
headquarters and will not be paid. 

Even if it is physically and legally possible to operate some of 
the large plants, it is bound to be uneconomic and discouraging in 
many cases. Losses and the fear of losses will certainly arise from 
the unsettled conditions and the sense of uncertainty in regard 
to the flow of raw materials and components, the course of 
prices, the buying power of the domestic market and the access to 
foreign markets, the release of capital now under freeze, the effect 
of the proposed capital levy, the designation of specific plants for 
reparations, the future policies of the Japanese government and the 
Supreme Commander for the Allied Powers. Large-scale operation 
is far more vulnerable to most of these fluctuations than a more 
modest scale of enterprise. Merely the anticipation of great diffi- 
culties along these lines will probably keep some of the big plants 
closed. 

3. New York Times, January 2, 1947. 

4. See Kurihara, Kenneth K, “Post-War Inflation and Fiscal-Monetary 
Policy in Japan,” American Economic Review, December, 1946. 
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The Dtimber of large-ecale establishments will also be re- 
duced by a statistical factor. The use of plant employment 
figures as a measure of scale of operations means that during the 
war a very large number of medium-sized plants moved up into the 
large-scide category as soon as they changed from one-shift to two- 
or three-shift operation. With the return of peace-time operation, 
the additional shifts have been dropped in many cases, and the 
plants correspondingly have dropped back from the large-scale 
category into the medium-scale or even the small-scale groups. 

The textile industry may prove a major exception to the gener- 
ally unfavorable outlook for large-scale industry.* Textiles are a 
civilian industry. While installed capacity was drastically reduced 
during the war (by scrapping, transfers overseas, and bomb dam- 
age), a substantial fraction of prewar capacity remains in place, 
in storage, or repairable.* Textile products are required both for 
domestic needs and for export to pay for essential imports. At the 
same time, the Japanese textile industries are able to utilize raw 
materials available in other countries, particularly some of the 
short-staple cotton not suited to the technologies and markets of 
other producers. The United States has already institutdd a pro- 
gram of shipping to Japan substantial quantities of raw cotton for 
manufacture into fabric and sale abroad. There is a world-wide 
shortage of textiles today, which is likely to persist for some time 
to come; in the case of cotton broad-woven fabrics, the quantities 
available from exporting countries are falling somewhat short of 
even the minimum import requirements of the various countries, 
let alone the total volume of demand.’^ For these reasons Japan’s 
textile industry will undoubtedly receive further encouragement to 
revive. Thus far, it has shown only moderate resilience. 

As time goes on, other industries may likewi^ receive some 
stimulus. Dean Acheson, as Undersecretary of State, declared 
that the United States “must push ahead with the reconstruction 
of those two great workshops of Europe and Asia — Germany and 
Japan — upon which the ultimate recovery of the two continents 

5. It is noteworthy that only the spinning operation is predominabtly 
large-scale. The big spinning companies also own looms in an integrated 
operation, but these are outnumbered by the thousands of small weaving 
plants. 

6. See The Textile Mission to Japan. 

7. Estimates of the Combined Textile Committee, as reported in th^ 
Daily News Record, December 2, 1946. 
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BO largely depends.”* .State Department officials are conaid- 
eting ways and means of bringing Japanese productive activity 
out of its present coma, with major attention going to the importa- 
tion of much larger supplies ctf raw materials for fabrication.* 
If some such program eventually goes into effect, the larger-scale 
establishments may have an opportunity to draw proportionately 
more assistance from the program than will the small shops, since 
Ihe former are better suited to a centrally administered plan. 
However, it is doubtful whether this advantage in itself would 
enable the large establishments to overcome the numerous barriers 
and handicaps which have been indicated in the preceding pages. 

III. PbOSPBCTS for SBIALIi-ScAIiE iNDtTSTRT 

In attempting to fill the vacuum left by the contraction of 
large-scale industry, the Japanese can resort to medium-sc^e and 
small-scale industry. Neither type of enterprise is likely to be op- 
posed by the Occupation authorities, since neither appears to raise 
any direct conflict with the principal Allied objectives. Medium- 
siaed enterprises (units having from 50 to 1,000 employees) share 
many of the relative advantages of the small shops, while avoiding 
some of their disadvantages and weaknesses. On the other hand, 
medium-scale enterprises will suffer from some of the handicaps of 
large-scale industry. The prewar and war-time trend of middle- 
sized units shows a continuous relative decline in their share of 
industrial employment, but a reversal of the trend is not unlikely 
under present economic and political conditions. The development 
of medium-sized enterprises will serve to complement and support 
small-scale units as well as to compete with them. The former are 
not likely entirely to supplant the latter, which possess special 
advantages adapting them to the present situation. 

One of the obvious advtmtages of small-scale industry is its 
relatively simple requirements for machinery and plant. These 
reqiiirements often can be met by adaptation of existing facilities. 
Equipment is still available in towns that were not severely bombed, 
in the workrooms of farm families, and in rural hiding-places where 
precious equipment was stored for safekeeping. Even in urban 
areas swept by fires, it is possible to salvage many pieces of machin- 

8. The Washinston Post, May 9, 1947. 

9. The Wadungton Poet, May 11, 1947, ‘U, S. Plana ‘Hypo’ for 
Jiq>an." 
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ery; aod the Japanese have shown themselves remarkabljr adept at 
putting together diverse parts and piecing out equipment with 
makeshifts. For these purposes, many of the larger plants which 
have been damaged or closed can be “cannibalized” and their 
stocks of spare parts put to use. 

In edition to the availability of facilities, the small-scale in- 
dustries can rely fairly confidently upon a supply of raw materials. 
Many of the traditional fields for small enterprise, like wood- 
working, food processing, ceramics, silk textiles, and printing, 
utilize the products of native agriculture, fishing, forestry and 
extraction of minerals. Such manufactures will not constitute a 
heavy drain upon scarce foreign exchange, as would be the case for 
heavy industries that are dependent upon imports of rubber, 
petroleum, tin, and a long list of materials almost wholly lacking in 
Japan. Other fields for small business, such as metal goods, celluloid 
products, and rubber products, will suffer along with larger enter- 
prises from the severe limitations upon production of the basic 
metals and the basic chemicals. In these fields, middle-sized plants 
will often be able to make a relatively stronger bid for the limited 
available supply than will the tiny shops. 

Traditionally the small-ecale industries have been devoted to 
products which are now in great demand for both domestic con- 
sumption and export. A great many of the small shops will be able 
to continue to turn out these goods in the customary fashion. How- 
ever, some of the shops which served as feeders to large-scale fac- 
tories will face a difficult problem of adjustment, now that many of 
the parent factories are closed. In some cases, they will be able to 
attach themselves to medium-scale plants that will be operating in 
the same field; in other cases, they may attempt to take over the 
complete operation in which they formerly performed only a seg- 
ment — but this attempt is not likely to succeed very well; in still 
other cases, they will have to change their field of operation. In 
these adjustments they will be aided by the flexibility characteristic 
of small-scale industry, which relies in many instances on generd- 
purpose machines, and can shift from one product to another as 
conditions require. 

Small enterprises are well suited in general to cope with the 
unsettled, uncertain conditions prevailing in Japan today. Drastic 
changes, which may be brief but recurrent, in the availability of 
factors of production or in prices or even in government regulations 
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and taxes, may be sufficient to overwhelm the large firm ^hioh has 
heavy overhead, standardized product and r^larized methods, 
fixed contractual obligations, and substantial inventories. A smsdl 
enterprise will have better chances of weathering such storms. For 
example, when a given material is not delivered on time, it is pos^ 
sible to shift to the use of some substitute or to alter the product or 
change to some other product altogether; or it spare parts are not 
forthcoming to repair a machine, hand labor can be substituted 
temporarily or the workers can be diverted to some other stage of 
the manufacturing process. In such ways, interruptions to produc- 
tion are minimized. When the interruptions do occur, losses are 
minimized by the relatively small overhead and small inventories, 
and the personal character of many of the debts. Since labor con- 
stitutes so large a share of the costs of production in small shops and 
capital reserves are so small, such losses as are incurred will usually 
be absorbed by a reduction in the standard of living of the entre- 
preneur, his family, and the employees who tend to identify them- 
selves with the enterprise. This system — which is not unknown in 
other countries — may be deplored as a permanent form of eco- 
nomic organization; but at least the enterprise will remain in exist- 
ence during a period of fluctuations when many a larger establish- 
ment operating under formal profit-and-loss accounting would be 
driven into bankruptcy. 

At the present time, all kinds of production are inhibited by 
the prevailing situation, and most Japanese are showing a prefer- 
ence for sheer trading — dealing in inventories, black market 
operations, etc. But when it becomes possible to resume produc- 
tion, small businessmen will face lass adverse conditions than will 
big businessmen, and many an unemployed worker (like many of 
our own unemployed during depressions) will go into a small 
productive business on his own. 

If we look now at the other side of the picture, we find some 
serious commercial obstacles to the Survival of small-scale units, 
which are more vulnerable to such obstacles tlum are medium- 
sized establishments. To the extent that small shops in the past 
derived a cost advantage from low wages and poor* working 
conditions, the new protective labor legislation tends to erase this 
advantage relative to the larger establishments. As regards man- 
agement, the small units may find it difficult to operate wdthout 
the administrative guidance and finmcial support of larger firms. 
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In the past, many small entrepreneur were linked with a larger 
firm or a merchant capitalist in any of several ways already 
described: sub-contracting, the putting-out system, trade credit, 
coital lomis, lease of equipment, selling arrangements, and so 
forth. While such guidance and support was in many cases the 
vehicle of a harsh exploitation, an essential organizing service was 
performed. Today, many of the parent firms and merchants are 
inactive or have disappeared. The small firms are thus thrown 
back upon their own individual devices, or upon devices like the 
producers’ guilds. Producers’ cooperatives, with labor union par^ 
ticipation in some instances, are being organized. The Japanese 
Ministry of Commerce and the Economic Stabilization Board 
have talked of a government program for giving md to small 
business.^ The Japanese government has also proposed to estab- 
lish a set of control organizations to regulate operations by private 
owners, but early action affecting small-scale industry is not 
anticipated.’ 

The problems of management of small enterprises in all 
countries are well-known. It is tmlikely that Japanese small 
businessmen will be more successful than small businessmen else- 
where in raising funds, obtaining market data, conducting scientific 
research, rationalizing their methods of buying and selling, insti- 
tuting effective records and controls — or even in finding out, at 
a feasible cost, what are the significant questions to ask about 
their own operations. However, inefficiencies of management, in 
this sense, are likely to be less serious in Japan during the next 
few years than in the past, since demwd will probably keep ahead 
of supply, minimizing competition in selling whatever can be 
produced. 

The future of small-scale enterprise as well as the entire 
industrial organization of Japan may be altered by the trend 
toward socialization or nationalization of industry, which has 
made progress in many parts of the world and is gaining adherents 
in Japan.' If nationalization should be permitted in Japan, it 
would probably be applied gradually, and primarily to those indue* 
tries whose operations are not small-scale (e.g. co^-mining, trans- 
portation, heavy industry, and banking). During this period, the 

1. Nippon Keizai Shimbun, July 29, 1946 and September 21, 1946. 

2. New York Times, March 9, 1947. 

8. See World Report, vol. 2, No. 8, February 28, 1947, pp. 18-19. 
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Bocializatioii program might actually call for aid to smallHseide 
private industry. Should complete socialization of the ectmomy 
occur, most size-of-plant considerations would become irrelevant. 

Balancing all factors, it appears that within the limited volume 
of industrial activity permitted Japan under the Occupation, 
small-scale industry can occupy a considerable share. On the one 
hand, current conditions will stimulate the establishment of many 
new small units, swelling the numbers persisting from prewar years. 
On the other hand, the scope and success of their activities will be 
circmnscribed by other current conditions intensifying the tradi- 
tional disadvantages of small shops. The implications of these 
prospects are examined in the following section. 

IV. Implications 

If postwar Japan should find a major r61e for small-scale 
industry, we may anticipate mixed effects, which will bear on the 
Japanese economy and on the Occupation program, and will raise 
questions of social values and social policy. 

The most immediate contribution of small-scale industry 
would be the absorption of large numbers of workers in productive 
activities. The small shops are labor-intensive, and thus hold 
out hopes of employment for some of the great numbers of idle 
workers, offer subsidiary occupations for the underemployed in 
the farm areas, and provide openings for some of the young people 
entering the labor force.* Furthermore, the small shops will turn 
out goods when larger enterprises are standing idle, and these 
goods are urgently needed for Japanese consumption and for 
export. 

4. The unemployment and underemidoyment problem in Japan is very 
serious. Unemployment, which is not measured very accurately, was esti- 
mated at eeven million by the end of 1946, or 23 per cent of the labor force. 
(New York Times, October 21, 1946.) In addition to the figure for that date, 
about a million more civilians and aoldierB were still to be repatriated from 
overseas, and there is a normal increase in the labor force amounting to about 
400,000 persons annually. Early this year Japanese sources estimated total 
unemployment as high as dght to ten million persons (Asahi Shimbun, 
February 12, 1947). 

Underemplo 3 mient on the farms, always a problem due to the extreme 
density of the agricultural population, is Intensified at present by the presence 
of many persons who Bed from the cities during the bombing attacks and who 
prefer to remain in idleness near food supplies rather than go hungry as 
as jobless in the cities. According to tl^ April, 1946, census, 66 per cent of 
the labor force was engaged in agriculture, in contrast to 42 per cent in 1940. 
(Summation of Non-Military Activities in Japan, June, 1946.) 
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From the longer-range point of view, it is possible for small-scale 
industry to make a contribution toward one of the chief objectives 
of the Allied Occupation: the development of a strong and stable 
middle class. This objective is embodied in the “U. S. Initial 
Post-Surrender Policy for Japan,” which states that “policies shall 
be favored which permit a wide distribution of income and of the 
ownership of the means of production and trade.” * This purpose 
would be served by the expansion of both small and medium-sized 
enterprises. However, the latter type seems to offer better pros- 
pects, in view of higher earnings; more effective organization for 
operations like foreign trade, and generally greater stability. The 
small shops can make their contribution to the Allied purpose only 
if their economic position is stronger and more promising than it 
was in prewar years. 

We have seen that in the past the commercial operations were 
the greatest weakness of small-scale enterprises. Commercial 
conditiohs were such as to raise their costs, to promote cutthroat 
competition on prices (abroad as well as at home), and to drive 
wages down. These conditions must be altered if small-scale 
enterprise is to function successfully. In particular, new financing 
arrangements are needed, to make capital available to small entre- 
preneurs at moderate rates, whereas formerly only large enter- 
prises had such access to capital ; exorbitant rents levied on small 
firms must be reduced; new purchasing arrangements are needed 
to put the individual entrepreneur in a stronger position vis-k-vis 
the larger supplier of materials and the prime contractor; new 
marketing organizations may be necessary to reduce the costs 
and uncertainties of distribution when the product is sold beyond 
the immediate locality, especially when it is sold abroad (since 
foreign buyers are reluctant to deal with small firms, and tend to 
drive hard bargains) ; adequate channels of information are required, 
to convey the n*ports of new processes, new products, new markets; 
the taxation system needs revision, especially in the direction of 
permitting the small firm to retain sufiicient earnings to encourage 
rationalization and expansion; subsidies may be necessary to pro- 
mote these changes, since capital accumulation is feeble, and in 
general there is need of vigilance to prevent the return of the old 
desperate exploitative system. If efforts are made to brmg about 

5. “U. 8. Initial Pogt-Surrender Policy for Japan," Atigust 29, 1946. 
Sec Occupation of Japan, p. 79. 
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these dumges, considerable pressure for government aid wQ! 
probably develop. 

In the event that such changes are not made, there is danger 
that the small enterprises will not be able to rise out of the depressed 
state in which they were held in prewar years, when small-scale 
organization was commonly viewed as a semi-feudal relic, paternal- 
istic and anti-democratic. If the general economy of Japan con- 
tinues at a low level, and if the commercial conditions particularly 
adverse to small shops are not altered, the independence of these 
entrepreneurs will be undermined. When numbers of enterprises 
must look for outside aid, the time would be ripe for a revival of 
the old financing and controlling system, whose forms and habits 
will not have passed out of memory in a few years. 

The extent and economic health of small-scale industry will 
also influence the Japanese labor movement, which is encouraged 
by SCAP as a feature of democratic institutions. Unionization 
has spread rapidly since the Occupation began, but the solidity of 
the unions has yet to be tested against the adverse conditions which 
will rule the Japanese economy. In particular, the large-scale 
industrial establishments, which are by nature the richest field for 
union organization, and which in other coimtries form the back- 
bone of the labor movement, will be severely limited in Japan. 
Efforts to organize the workers and to maintmn them in unions 
are ordinarily more difficult in the case of small shops than in 
larger establishments. Furthermore, it is difficult to impose 
demands for higher wages and better working conditions, in the 
face of the employer’s meager profits, his long hours of work, and 
his personal contact with hie empld3^ees. While these difficulties 
will be stronge.st in the case of the very smallest units (those 
having less than ten workers), they apply in some measure to the 
entire category of small-scale industry.* 

With respect to the disarmament and demilitarization pro- 
grams of the Occupation, small industrial units will present a 

6. These difficulties have already made themselves felt. While 1,441 
coliective-bargiunmg agreements covering industrial workers were drawn up 
diving the period from December, 1945, through December, 1946; only one- 
third of the agreements were in plants employing less than 100 workers (Sum- 
matm of Non-Military Activities in Jiqian, February, 1947, p. 182). This 
rdatively low proportion may be contrast^ with the very large percentage of 
plants faUii^ in the small^oale category (the 1-49 class alone accounted for 
96.3 per eoit of all industrial establisbmmits, according to the June, 1946, 
Laixff Census). 
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certain disadvantage. Surveillance of industrial developmaits mil 
be more dMcult to exercise over a multitude of small units tiian 
over a coitespondin^y smaller number of larger establisbrnmits. 
This will be minimized, however, by the nature of small industrial 
operations, which are usually simple processing; conversion to 
illegal purposes, such as manufacture of armaments, requires a 
nucleus of heavy industry and research laboratories, as well as 
the importation of numerous materials, and these are the critical 
objects for surveillance. 

Another SCAP policy is the promotion of self-sufficiency for 
Japan by maximizing exports to pay for essential imports. Small 
shops can be particularly instrumental for this policy, since they 
are able to utilize a higher proportion of domestic materials and a 
smaller application of imported machinery than do the larger 
plants. 

Summarizing these implications, it is apparent that the expan- 
sion of small-scale industry will make more of a contribution 
toward the solution of immediate problems than toward the long- 
run economic and social objectives of the Occupation of Japan. 
While Occupation policies and economic forces during the next 
few years will favor both small and medium-sized enterprises over 
large-scale establishments, the development of an adequate stand- 
ard of living and a democratic society would seem to call for an 
expansion of middle-sized industry and a decline of the small shops 
(particularly those conducted as domestic workshops). However, 
so long as the Japanese economy generally is in difficult straits, 
there will be a place for the small shops, becarise every feasible 
productive activity will be needed for reconstruction. 

Edwin P. Rbttbenb. 
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THE CHESTNUT STREET RAID ON WALL STREET, 1839 

SUMMARY 

I. The busmesB sad political situation in 1839, 605. — II. Early wIibb 
of postnotes uid foreign exchange in the New York and Boston nuirkets, 607, 
heavy drafts on the New York balances, 609; gathering difficulties in Europe, 
609; suspension of the Bank of the United States, 611; the Rothschilds' 
assistance, 612. — III. Discussion of the episode by Biddle and others, 614; 
passing of financial primacy to Wall Street, 616; significance of the episode, 
617. 


In the summer of 1839, a vigorous effort was made by the Bank 
of the United States, under Pennsylvania charter since 1836, to 
break the banks of New York. The effort failed. The banks of 
New York stood, and the banks of Philadelphia were forced to 
suspend. This settled for good the pacing of financial primacy 
from Chestnut Street to Wall Street.' 

I 

In 1839, business and politics were still in a state of nerves 
after the panic of 1837. The Van Buren administration, m loyalty 
to Jacksonian hard money doctrine, was still hoping to order 
things so that the Government’s receipts and disbursements could 
be effected not only without a central bmik but even without 
use of the private banking system. Chestnut Street, under the 
inspiraticm of Nicholas Biddle’s later philosophy, was pushing 
credit into public improvements and national development. Wall 
Street was contemptuous both of Biddle’s program at one extreme 
and of Van Buren’s at the other; under the statesmanlike leadership 
of Albert Gallatin, she was pursuing a hard money policy that 
accorded with the best commercial discipline, domestic and 
international. The Wail Street banks had ended the year-long 
specie suspension in May, 1838, with little assistance from Wash- 
ington and despite obstruction from Philadelphia. 

1. At tile time, the press was full of the story; and Qallatin in his 1841 
essay on banking speaks of it specifically. (Qallatm, Writings, III, p. 404.) 
In 1806, Sumner touched on it in offfiand fashion in his banking history. I 
do not find it mentioned again till another half century had passed, when 
Sster M. Grace Madeleine m her Monetary Theories of Jaoksoiuan Democracy, 
published in 1948, referred to it briefly (p. 109). At that time I was working 
on the subject. 


flOS 
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Recognition that her resolute action in 1837-1838 signalized 
a ^lifting of the country’s financial center was widespread but 
not universal. Philadelphia still had the now misnamed Bank of 
the United States, the largest corporation in the country, and she 
still dominated the South. Nicholas Biddle had made the financing 
of cotton — the country’s principal product and principal export — 
a main interest of the United States Bank while the latter was a 
national institution, and the benefits of that interest inured to the 
successor bank. But in 1839 both the bank and the South in 
general were still encumbered with slow and over-valued assets, 
for Biddle had tried to avoid drastic liquidation and had urged 
others to do the same. He hoped that the economy, with proper 
monetary management, could be buoyed back into prosperity. He 
advocated for the country at large what he practiced in the bank. 
He had first turned to capital investments in anticipation of the 
United States Bank’s liquidation after Jackson’s veto, but he, his 
directors, and his successors remained committed to them after 
the bank took lease on a new and different life under a Pennsylvania 
charter. When he retired in the spring of 1839, almost one-third 
of the bank’s earning assets comprised stocks in other banks, in 
railways, canals, and mines, and bonds issued in the contemporary 
enthusiasm for public improvements. As the stockholders’ 
investigating committee tardily reported: “So disproportionate an 
investment of assets in such securities would render any bank 
essentially unsfde and unsound, and, looking at the fluctuating 
character of the stock market, make it highly problematical 
whether an institution thus circumstanced would not be obliged 
to succumb to the first commercial revulsion that might occur.” 
The bank’s loans and discounts were largely secured by similar 
stocks and bonds. A friendly but judicious critic later commented 
on the contemporary mania for “mulberry trees, town lots, cotd 
and navigation companies, bank stocks, internal improvements . . . 
and the thousand delusive speculations” that had misled Mr. Biddle 
along with the shrewdest; and he expressed amazement at “the 
folly or ignorance displayed by the bank to the last in making 
loans to corporations notoriously imworthy of credit.”* 

2. 29th Confess, 1st Session, House Document No. 226, pp. 440, 621. 
Philadelphia Public Ledger, 4 April 1842. Perhaps it should be emphasized 
tint this later, easy-money, empire-building practice characteristic of Nicholas 
Biddle’s later jrears was entirely different from the conservative central 
banking policy he had followed before Andrew Jackson destroyed the Bank 
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II 

In the summer of 1839, three or four months after Biddle 
retired, sales of postnotes which the Bank of the United States 
and the Girard Bemk of Philadelphia had been canying on for 
three years in New York and other money markets were intensified. 
The poetnotes were obligations maturing generally in six months’ 
time and }delding either interest or a discount, or both. They 
were a form of liability similar to time deposits, but since they 
could be sold a^ressively as investments, they were more readily 
expansible than deposits. They were issued in denominations as 
low as $10 and sold at discounts as high as 20 per cent per annum. 
In Baltimore, it was reported in August: “The whole floating 
capitid of this city has been absorbed in the discounting of post 
notes of the United States and Girard Banks. . . Philadelphia’s 
action “has been of serious injury to us. Now no securities can 
be discounted at any price.’’ The Boston money market was ^o 
invaded; “the bank of the United States put its sucker into their 
pond in the shape of $800,000 of post notes . . . and from a state 
of comparative ease, in three days the market was in an agony of 
pressure.’’* The Boston Courier, 28 August, was very suspicious 
about the goings on. It reported: “The rate of interest for the 
past week has been from one to one and a quarter per cent a month 
for the best paper. This high price for money has been, in a great 
degree, caused by the large amount of United States Bank post 
notes, which have been forced upon our market, at one per cent a 
month discount. The proceeds have been, or are now about to be, 
taken from our city in specie. ... Is it not probable, that before 
these notes arc at maturity, the United States and Girard Banks 
and all others south and west of Pennsylvania may suspend specie 
payments?’’ 

Meanwhile, liie peddling of European exchange was also 
begun. Money was dear in Europe, and there was no market there 
for either American products or American securities, whose sale 
was the usual source of funds abroad. In these circumstances, the 
balances against which Philadelphia was selling exchange, could be 

of the United States as a central bank — as I endeavored to ahow in “Jaekacm, 
Biddle, and the Bank of the United States,” Journal of Economic History, 
May, 1947. 

3. New York Journal of Commerce, 30 August 1839, 0 Sq>tember 1839. 
Boston Courier, 26 August 1839, quoting Baltimore Patriot. 
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maintained only by shipping specie to Europe or by borrowing 
there, both of which were expensive. How the bank could be 
selling exchange so profusely was therefore a mysteiy. “The 
United States Bank,” reported the New York Joumtd of Commerce, 
30 August 1839, “for sixty to ninety days past has supplied aU 
dmands for exchange on England. It has sold several millions of 
bills at least. What funds these bills have been drawn against for 
such very large amounts, seeing that American stocks have ceased 
to sell, we do not understand. . . . And why now the same bank 
or its most intimate companion is shipping great amounts of 
gold to England and still drawing bills at a heavy loss compared 
with the value of the gold it gets out, we are equally at a loss to 
understand.”^ In short, the bank was selling drafts on London 
and Paris, obtaining specie from their sale, shipping the specie to 
Europe to pay the drtdts, and losing money on every draft it sold. 
“These bills,” the New York American later reported, “were 
pressed on the market with great urgency, and the rates at which 
they were sold made it matter of easy calculation to ascertain that 
loss must result from the operation to the sellers, who were to 
remit the specie they produced in order to meet the biHs. As, 
moreover, the bank was then a borrower in Europe, inquiry was 
naturally excited as to what these drafts could mean.”* According 
to the Journal of Commerce, the Bank of the United States was 
“constantly making great sacrifices at somebody’s expense for 
somebody’s benefit, neither of which somebodies can exactly be 
found.” A week later, 6 September 1839, the Journal observed 
skeptically that “the policy of the bank in drawing bills on England 
without funds there and shipping specie to meet those bills at 
maturity is put forth as a voluntary effort on the part of the bank 
for the public good” . . . , this “good” being the provision of 
exchange with which merchants could pay their debts in EJurope 
and continue necessary importations. But however recondite the 
purpose, the sales were pressed still more hotly, especially of 
drafts on Hottinguer and Company of Havre and Paris. The 

4. This “intimate companion” was presiunably ^her the Qirard in 
Philadelphia or the United States Bank in New York, a subsidiary organised 
under New York’s Free Banking Act of 1838 by two agents of the United 
States Bonk of Pennsylvania. It was under contract as an agmicy of the 
Bank in Philadelphia, which paid all its expenses and a compensation of 
$13,000 a year. 

fi. New York American, 20 April 1841. 
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drafts were signed in blank in Philadelphia and rushed to New 
York “to be sold without limit.”* 

Tlie sale of notes and drafts yielded the United States Bank 
substantial balances; and during August it withdrew an estimated 
$1,250,000 in specie from the New York banks, the largest with- 
drawals being made in two successive days, the 26th and 27th. 
On the latter day, agents of the United States Bmik, accompanied 
by notaries, altered various Wail Street banks half an hour before 
closing time, presented checks of which no previous notice had 
been given, and demanded instant payment. 

“At the Bank of the State of New York, a draft for 180,000 
was handed in. The teller said it should be paid as soon as possible. 
The presenter of the draft replied that it must be paid instanta- 
neously, or the check be given back; that he had no discretion. 
The cashier being railed, and informed of what was going on, said 
he had a discretion in the matter, and that he should ruA give back 
the check, and that it should be paid by three o’clock. Orders were 
given accordingly to count out the specie — which was not quite 
accomplished when the clock struck three. Upon the stroke, 
appeared the notary, with a duplicate of the draft in the hand- 
writing of Mr. Young, the cashier of the United States Bank here, 
and prepared to protest it for non-payment. Seeing, however, the 
money was there, and forthcoming, the protest could not decently 
be made. . . Similar demands were also met by the other 
New York banks. 

Meanwhile, the lightning was beginning to crackle in Ekurope, 
and the United States Bank’s agent in London, Samuel Jaud<m, 
was trying to stave off the thunderbolt. On 22 August he wrote 
for help to Humphre 3 ns and Biddle, an American firm in Liverpool. 
“I must look to you for £50,000, ...” he said. “If I do not get 
this I get none . . . everything, therefore, turns upon what you 
can do, for here I am exhausted. You must therefore work your 
hardest for me — life or death to the Bank of the United States 
is the issue.”* The following day he wrote for £50,000 more. 
Next Hottinguer and Company refused to honor the drafts from 
Philadelphia. Jaudon energetically met the crisis by getting tbe 

6. 2Mh CkmgresB, lat Seasicm, House Document No. 226, p. 488. 

7. New York American, 20 April 1841; quoted in Niles* Register, 24 
April 1841. 

8. 29th Ccmgress, Ist Session, House Document No. 226, p. 470. The 
Biddle of the firm addressed was the son of Niehalas Biddle. 
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Paris Rothschilds to take them up — or a substantial part of 
them, but he was still in trouble, and turned to the Bank of 
England, to which he applied, 26 September 1839 for a loan of 
£300,000 to the United States Bank for three or four months, to 
be secured by American stocks. He said in part:* 

This application of the Bank has become necessary in consequence of 
the difficulties which the very unexpected refusal of Messrs. Hottinguer & Co. 
to accept the drafts of the Bank U. States has occasioned. That refusal 
was the more unfortimate as my letters of the 31st August from the Cashier 
of the Bank state that about Fes 1,800,000 were going to Messrs. Hottinguer 
& Co. by the Packet of the 1st September and that others would follow in 
good time. 

The discredit however which that refusal has occasioned, notwith- 
standing that I have made arrangements with Messrs, de Rothschild freres 
to protect the signature of the Bank U. States so paralyzes my operations 
that I am compelled to look to the Bank of England as the only power which 
can sustain me until the arrival of the Steamer Gt. Western on the 5th proximo. 

But there is one point which I may be permitted to suggest, viz., that 
upon supporting the credit of the Bank U. States depends an operation which, 
if completed, will enable me to draw upon the Continent to the extent of six 
hundred thousand pounds and thus bring this large amount to Qo-operate 
with the exertions of the Bank of England to turn the exchanges in favor of 
this country. 1 

P. S. In case any loan should be granted by the Bank of England, 
and it should appear after the Gt. Western arrives that the whole business of 
the Bank U. States cannot be carried out successfully in the opinion of an 
eminent House in London, I would make a stipulation that the first remit- 
tances from the Bank U. States shall be applied to the repayment of this loan, 
with the exception of one hundred thousand poimds already advanced to me 
by a friend who will be prepared, I believe even to postpone this claim in 
favor of the Bank of England. 

The Bank of England refused the application but offered 
“to advance an amount of Consols of the value of £300,000 for a 
period not exceeding one month ... to be secured by the guarantee 
of Commercial Houses to be approved by the Committee of 
Treasury.” This counter-proposal could give Jaudon little 
comfort, and it was not accepted. A number of private individuals, 
however, united to support him and advanced “£800,000 in money, 

9. I am indebted to the Governor and Company of the Bank of Enghmd 
for extracting and permitting me to publish the text of this letter. 

1. See Clapham, Bank of England, II, p. 168 ff.,for an account of thc^ 
Bank of England’s current negotiations with Paris to the same end. 
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for the period ... of a year and a half or two years, and upon the 
deposit of American securities only.”* These were far better 
terms for Jaudon in amount, availability of the proceeds, maturity, 
and guarantee, but the help came too late. 

During September, things had been ^quieter on the western 
side of the Atlantic, with no repetition of the peremptory perform- 
ance of August. According to the Journal of Commerce, 31 
August, “a letter of conciliation was circulated yesterday . . . from 
the U. S. Bank full of assurances of good feeling and that no more 
specie will be drawn and all that.” None would be or coidd be, 
the Journal was confident, because the postnotes were no longer 
selling, those sold were maturing, and the balance was the other 
way. It was, indeed: about six weeks later, 9 October, the Bank 
of the United States suspended, being quite unable to meet its 
obligations to the money markets it had been abusing. The other 
banks of Philadelphia also suspended and the banks of the South 
and West rather generally followed their example. 

The banks of New York and New England did not, though 
there was stout pressure to do so. The New York Gazette, after 
rejecting the idea that suspension was necessary or beneficial, 
found comfort for the New York banks in the assurance that tliere 
was now an end “to the postnote suction.”* The New York 
correspondent of the Boston Atlas, 12 October, wrote that he had 
suspected for some time that the Bank of the United States was 
being “grossly mismanaged”; it had “run wantonly upon em- 
barrassment and dishonor without conceivable motive,” had been 
“borrowing of everybody who would lend it at 15 to 20% in order 
to lend again ... at 6”, and had been, “in short, making every 
effort in its power to commit suicide. . . .” 

The day after the United States Bank suspended, the steamer 
from Liverpool arrived in New York with the news that Hottinguer 
and Company had refused tlie drafts the bank had drawn upon it, 
having received neither advice of the drawings nor sufficient funds 
to cover them. It also brought news of the Rothschilds’ help and 
a report from London to the Courier and New York Enquirer that 
that help had given the credit of the United States Bank greater 
strength than ever; the Hottinguers’ refusal and the Rothschilds, 

2. House of Commons, Report from Select Committee on Banks of 
Issue, 1840, pp. 149, 2S1. 

3. Boston Courier, 12 October 1839, quoting the New York Gazette. 
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assistance were 'Hhe subject of extraordinary excitement, both in 
England and in France/^ Everyone agreed, it was said, that ^‘if 
Mr. Jaudon, when suddenly called upon, could provide security 
for 7,000,000 of francs . . . and could substitute the greatest 
capitalists in the whole world for the comparatively unknown house 
of Hottinguer — that all this must redound most signally to the 
credit and solid power of the Bank of the United States/'^ The 
report mentioned no reason for Hottinguer’s action, which was 
merely presented as extraordinary. 

According to Hazard^s Register, the Rothschilds' assistance 
was confirmed in the following letter:* 

‘Tans, 23d Sept., 1839. 

*To the President of the Bank of the United States, 

Philadelphia. 

“Mr. President: — We have the honour to inform you that we have arranged 
with Mr. Jaudon to accept for your account the amount of 5,500,000 francs, 
your drafts on the Messrs. Hottinguer, which remained in suspense. We 
take it for granted that Mr. Jaudon will have informed you of the arrange- 
ments entered into by us with him for this purpose, and consequently consider 
it unnecessary to recapitulate them here, limiting ourselves to furnishing you, 
on the other side, a memorandum of such of your drafts as have Been left 
in our hands to-day to be clothed with our acceptance. 

“We are happy, Mr. President, to have found an opportunity to give 
you a proof of our high consideration for the establishment over which you 
preside, and to have been able, at the same time, to arrest the disastrous 
effects which this refusal of acceptance on the part of Messrs. Hottinguer was 
beginning to produce in our place, as well as in Lyons, by many holders of 
your bills, who, pressed by their necessities to an immediate realisation of 
their fimds, were offering to part with these securities at a loss over the dis- 
count. 

“We shall correspond with Mr. Jaudon in everything oonoeming our 
acceptances on your account, in conformity to his request made to us, so 
that we shall not be obliged to trouble you with details relative to this opera- 
tion, except in case of new instructions on your part. 

“We present to you, Mr. President, assurances of our most distinguished 
consideration. 

(Signed) De Rothschild, freres, 

A. De Rothschild.'^ 

The Paris Rothschilds came thus warmly and single-handedly 
to the assistance of the Bank of the United States not two months 
after they had declined to join a syndicate of Parisian bankers 

4. Hazard's United States Commercial and SWtistical Register, Vol. I, 
October, 1839, p. 269. 

5. lbid<, Vol. 1, November, 1839, p. 335. 
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fomied the latter part of July to assist the Bank of £hi^and, 
whose treasure was fallen So low that convertibility was seriously 
tiireatened.* Jaudon’s success with the Rothschilds, therefore, 
probably helped him very little in Threadneedle Street. But 
aside from that and its own straitened position, the Bank of 
England did not like the ways of the Bank of the United States. 
The two institutions seem to have had almost no contact till after 
Biddle was forced by Jackson to give up central banking, had 
turned promoter, and made the United States Bank a chronic 
borrower. Then more contacts developed, but with little satis- 
faction to either bank. In October, 1837, tiie Bank of England 
had refiised Biddle a loan w'ith the emphatic statement that for 
her “to furnish capital to any other barft of issue for three years 
would be monstrous."'' Yet in 1838 she lent Wall Street £1,000,000 
to support resumption and promised Gallatin £1,000,000 more if 
needed.* In this discrimination, the Bank was undoubtedly 
following the advice of the Barinp,’ which seems to be reflected 
also in the judgment of The Times, London, that the Bank of the 
United States was no longer engaged in legitimate banking, but 
“had constituted itself a great trading and speculating corpora- 
tion.”* 

With the collapse of 1839, the Pennsylvania Bank of the 
United States was virtually throu^ forever. She was not sus- 
pended merely but “broke,” said the New York Journal of Com- 
merce, 12 October, though she did not close definitely till 4 Febru- 
ary 1841, after attempting to resume payments and being able 
to maintain them only about three weeks. Her directors seemed 
surprised at the failure; despite the generous acciunulation of 

6. Clapham, Bank of England, II, pp. 168-170. Viner, Studies in the 
Theoiy of International Trade, p. 273. 

7. dapham, Bank of I^gland, II, p. 160. Clapham remarks that 
Governors of the Bank of England did not often use italics. It is interesting 
that the Bank of England should still consider the Bank of tiie United States 
a bank of knue like itself, despite the expiry of the national charter. 

8. House of Commons, Beport from Select Committee on Banks of 
Issue, 1840, pp. 117, 164-166; Gallatin, Writings, III, p. 401; Albany (N.Y.) 
Argus, 16 A^ 1838. Clapham, Bank of England, II, p. 164. 

9. Alexander Baring, Lord Ashburton, was a frimid and correepandait 
of Albert Gallatin, and another firm member, Joshua Bates, was a sort of 
volunteer adviser to the Bank of England on American affaiis. The Barings 
distrusted Biddle. 

1. New York Journal of Commerce, 14 October 1880, quoting The 
Times, London, 17 September 1889. 
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leeerves they had made in preparing to resume payments, they 
foimd that “a feeling of hostility to the institution or, what was 
equally destructive, a pervading distrust of its credit and means, 
existed to an extent so great as to render the undertaking hopeless 
imless the bank was prepared to meet every dollar of her liabilities 
with a dollar of coin.”^ Gallatin considered this attempt to resume 
foredoomed; “it was impossible that it should not have failed,” 
he said. “The element indispensable for sustaining any bank, 
confidence, was utterly lost. It seems incredible that it should not 
have been foreseen that, as soon as the United States Bank paid 
in specie, every person who held its notes would instantaneously 
seize the opportunity of converting them into cash.”* 

Ill 

In the spring of 1841, after the third and final suspension of 
the United States Bank, discussion of the 1839 episode was renewed 
in consequence of a public statement by Nicholas Biddle that the 
bank was prosperous when he relinquished management of it, 
and that its subsequent ruin arose from “efforts to break down 
the banks of New York.”* Biddle’s information was that the 
bank’s officers, believing a storm was about to burst, had deemed 
it best “instead of meeting its full force at once, ... to make it 
fall first upon the banks of New York.” This information that 
the bank had “invited” its own suspension by trying to compel 
the Now York banks to suspend, was something, according to 
Niles, “which Mr. Biddle is the first to announce.”* It is hard to 
believe that the matter could have been so much a secret, but at 
any rate it now became common knowledge that in order to get 
other centers heavily encumbered with demand obligations due 
to Philadelphia, the United States Bank had plunged into debt 
itself on obligations of later maturities and had sought by both 
prolonged and sudden withdrawals to force Wall Street into 
suspension. “If the New York banks could have been made to 
refuse a specie draft,” the New York American explained, “the 

2. 29th Congrees, Ist Session, House Document No. 226, p. 472. 

3. Gallatin, Writings, III, p. 405. 

4. 29th Congress, Ist Session, House Document No. 226, pp. 480, 487, 

5. Niles’ Register, 24 April 1841, p. 121. Philip Heme indicates 
that the “precious disclosure” just made by Biddle was news to him. One 
would expect Hone to know the facta if many persons did. Philip Hone, 
Diary, Allan Nevins, ed., II, pp. 540-541. 
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alarm coneequent upon the notoriety of that fact, would, it was 
hoped, cause a run upon th^ that would force a suspension, and 
then the Philadelphia banks — and especially the Bank of the 
United States of Pennsylvania, which foresaw its inability to 
continue specie payments — would have been preceded, and so 
far justified, in suspension, by those of New York/’* 

Biddle’s further statement was that, to effect the bank’s 
purpose, ^large means were necessary, and to procure these resort 
was had to the sale of foreign exchange. . . . The proceeds of these 
immense sales of exchange created very heavy balances against 
the New York banks; which, after all, signally failed in producing 
the contemplated effect. The bills, not being provided for, nor 
even regularly advised, as had uniformly been the custom of the 
bank, were dishonored; and although the agent in London did 
everything which skill and judgment could accomplish, the credit 
of the bank was gone, and from that day to the present its effects 
upon the institution have been more and more disastrous.”^ 
Here, said Biddle, was the ^‘real and secret cause of the disasters 
of the bank”; the whole trouble was ''the neglect, or inadvertence, 
or omission” to apprise Messrs. Hottinguer and Company of the 
drafts upon them.® 

But this is obviously inadequate. It omits to mention the 
postnotes and it implies that there was nothing behind the bank’s 
action but folly and brigandage: as if its officers, in a state of 
cloudless well-being, had gratuitously conceived the idea that it 
would be nice to put Wall Street out of business and to do it by 
the sale of bills drawn without funds. Yet accounts of the raid 
followed the emphasis Biddle had piit on the sales of exchange, 
as if those sales had been responsible for most of the demands on 
the New York banks and as if it were the news of their dishonor 
that had forced the Bank of the United States to suspend. Since 
the bank suspended the day before the ship from Liverpool arrived 
in New York, the news of the Hottinguers’ action could not have 
been the immediate cause of the suspension. Moreover, the ship 
from Liverpool had also brought the news of the Rothschilds* 
acceptance of the drafts. So it is clear that the actual 'pressure 
which closed the bank was that of obligations maturing in the 

6. New York American, 20 April 1841; Niles^ Register, 24 April 1841, 

p. 121. 

7. Biddle is quoting James Cowperthwaite, former cashier of the bank, 
who retired about the time he did. 

8. 29th Congress, 1st Session, House Document No. 226, p. 488. 
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domestic ^narket. The jig was up when the raid in Auguat failed 
and the balances the bank had tried to reverse swung back against 
it. Niles Said explicitly that the bank had been compelled to 
stop specie payments because of the demands from New York 
and New England.^ But it is evident that what c^tured the 
interest of less sophisticated contemporaries was Nicholas Biddle’s 
story of the country’s largest corporation, which he had once 
managed, kiting drafts on Paris across the Atlantic Ocean in an 
effort to break the banks of Wall Street.^ 

The spectacle of ‘‘war between the great money marts of Wall 
Street and Chestnut Street” was fascinating, and there was some 
tendency to emphasize this rivalry rather than the weakness of 
the United States Bank as the cause of the raid. It was supported 
by recollection that Chestnut Street had instigated a meeting at 
the City Hotel in New York, 23 October 1839, a fortnight after 
the suspension, for the purpose of inciting merchants and other 
“honorable men” to embarrass the New York banks with peremp- 
tory withdrawals and demands for renewal of their discoimts.* 
To this attempt, wrote Gallatin, “the banks, as might well be 
expected, unanimously refused to yield.” If the Banl^ of the 
United States of Pennsylvania had been as strong as the Wall 
Street banks, the episode might be called a matter of rivaliy alone, 
but it is too evident that however bravely she may have thou^t 
of regaining her place, the compelling factor in her attempt was 
the plight she had got into — a plight compounded of false pride 
and illiquidity. The illiquidity is ironic for an institution which 
had once been the regulator of the currency and the holder of 
ultimate reserves. 

The passing of financial primacy to Wall Street was the 
product of many factors, geographic, economic, political, and 
personal: the Erie Canal, New York harbor, steam-navigation, 
Jackson’s attack on the Bank of the United States, Biddle’s later 

9. Niles' Eegi^r, 24 April 1841, p. 121. 

1. *1 had a mighty hobby horse 

His name was Nicky-Noddy. 

His head was made of paper rage — 

Of cotton bales his body; 

I saddled him, and bridled him. 

And drove to Gotham town. 

There came a '^breeze" from HoUinguer*e 
And blew my hobby down!” 

— Old Nick's ^ng Book, 1841, p. 6 (Library of Congress)' 

2. New York American, 20 April 1841; Niles' Hester, 24 April 1841, 
p. 121; Gallatin, Writings, III, p. ^14, 
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credit pdicy, and the influoice of GaUatin. It was also dedsive 
that Londoa definitely preferred Gallatin and New York to Biddle 
and Philadelphia. For three-quarters of a centiiry after this 
action, the Bank of England was lender of last resort to the Ameri- 
can banking system through the medium of New York banks. 
Ibe mistake of the Rothschilds in backing the wrong horse so 
conspicuously at a critical point in the growth of the American 
economy may explain in part their abstention from American 
financing thenceforth. 

In partial extenuation of the attempt against Wall Street in 
1839, it should be made plain that the effort to break banks in a 
period when notes were still of greater monetary importance than 
deposits and when convertibility was a imiversal expectation, had 
a very different aspect from what it would have now. It was a 
drastic but well-known form of competition. It meant a stoppage 
of conversion, if it succeeded, but not the failure of banks neces- 
sarily, nor even their closing. There were heavy legal penalties 
against banks for suspending, but they were not enforceable, 
especially when suspension was general. In that situation, banks 
still continued actively in business — even more actively, because 
the suspension relaxed restraints on their lending and increased 
the use of their obligations as money. There were plenty of easy 
money advocates, indeed — followers of Nicholas Biddle and the 
British anti-bullionists — who thought general suspension a good 
thing and that the requirement of specie payments curbed the 
salutary use of bank credit and held back the country’s proper 
development. With a fine mixture of motives and excuses, there- 
fore, the United States Bank doubtless saw advantages not merely 
to itself if the New York banks could be forced to suspend but to 
those banks themselves and to the country at large. 

I think that to dismiss these ideas as merely excuses for 
evading responsibility is to miss their substantial historical 
significimce. They involved some reasonable dissatisfaction with 
primitive hard money doctrine and a pioneer effort to serve the 
economy with a less inflexible system. To that end, central bank 
liabilities are now used to supplement inadequate stocks of mone- 
tary metal. Nicholas Biddle was already impressed by the way 
Bank of England notes had served that purpose in the twenty-five 
yeans of their inconvertibility, and he was impressed with the 
wealth of American resources calling for abundant credit. Going 
beyond the mere avoidance of credit contraction, he sought a 
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suBtained expansion of the economy. To his more conservative 
contempornries on both sides of the Atlantic his policy was per- 
nicious — a mere matter of borrowing recklessly and lending 
recklessly. Albert Gallatin, who in his own words was an ‘‘ultra 
bullionist^^ and preferred “security to rapid growth,^' said of the 
United States Bank that it was “due to the moral feeling of the 
country not less than to the security of its fiscal concerns that this 
disgraced and dangerous corporation should not be permitted any 
longer to exist.^ The Times, London, while conceding the “patriotic 
motives and national feelings^’ that governed the bankas expan- 
sionist policy, nevertheless thought its operations “vicious^^ and 
that an end to them would be “a benefit to both countries.''* 
But it is doubtful if anything of much moment ended with the 
bank — certainly not that impatience to exploit resources and 
force the national growth which Gallatin deplored. To that 
dominant characteristic of the economy's expansion in the nine- 
teenth century, the Bank of the United States was a self-devoted 
sacrifice, costly and spectacular but not otherwise imique. 

In a more restricted aspect the bank's convulsive effort to 
bring Wall Street to its own level was a clear example of systematic 
action on bank reserves — a bastard kind of open market Gyra- 
tion. Its purpose was to coerce the banks of New York as a group 
by acquiring claims against them and using those claims to exhaust 
their specie. The purpose was piratical. Yet the procedure 
probably looked back to that of former days, when, as regulator 
of the currency, the United States Bank had restrained the lending 
of private banks generally. And it looked forward too. A central 
bank does not make abrupt eleventh-hour demands calculated to 
be impossible to meet, but otherwise the principle misused in 1839 
was that of central banking procedures undertaken nearly a 
century later for the legitimate purpose of reducing bank reserves 
and thereby reining in the money market. The episode might also 
be taken to illustrate the deflationary effect of an import surplus, 
the exchange offered by the United States Bank being bought 
presumably in order to pay for imports and the consequence of 


its ’imrchase being a depletion of bank reserves. 


Bomebsbt, 


Brat Hammond. 


Chevy Chase, 


Maryland 


3. Gallatin, Writings, II, p. 612, III, p. 406. New York Journal of 
Commerce, 14 October, 1839, quoting The Times, London, 17 September, 1839. 



INTRA-UNION DISPUTES OVER JOB CONTROL 

SUMMARY 

Scope of the problem, 619. — A. Territorially defined jurisdiction, 619. 
— B. Jurisdiction defined by classification of work, 621. — C. Traveling 
employers, 627. — D. Traveling members, 630. — E. Threatened wage 
standards, 634. — F. Marginal workers, 636. — G. Missionary locals, 638. 

The literature of labor economics deals with the dispute over 
job control ahnost exclusively as a contest between or among two 
or more International unions over jurisdictional control of a 
skill, process, material, or tool. Such disputes, however, are 
common within a single union. They may grow out of the over- 
lapping of local jurisdictions or out of attempts by locals to expand 
their jurisdictions at the expense of other locals, or they may 
result from conflicts of interest groups within the union that are 
not defined by the jurisdictional lines of locals. Almost invariably 
they reflect attempts by a group of workers to maximize the area 
of jobs available to them and to prevent penetration of other 
workers into this area. Thus, the intra-union jurisdictional dispute 
is identical in kind to the inter-union dlsp\ite. This note attempts 
to define the circumstances in which job disputes have developed 
within unions, and illustrates by actual cases particular categories 
of such disputes.* 

A. Territorially-Defined Jurisdiction 

It is common for International unions to grant to theh' locals 
jui’isdiction defined by territorial limits. These limits may be 

1. Gases were taken mainly from transcripts of union convention pro- 
ceedings. Most intra-union conflicts are submerged ; they occur in dayrooms, 
union offices, hiring halls, and at union meetings or informally and off-the- 
record between representatives of contending factions. Most disputes do 
not reach the conventions at all. Therefore, the cases drawn are clearly 
partial and the treatment is not comprehensive. 

Almost no attempt was made to determine the disposition of disputes, 
the position of the union leadership relative to the contention, or to infficate 
which point of view represented challenge to traditional rules of the union or 
of the industry and which the authority of established practice. 

By and large, resolutions which expressed internal disputes are dis* 
cussed on oonvmtkm floors only briefly or not at all, and convaition decision^ 
in a luge majority of cases referred the problem to the union Executive 
Boards with power to act. 


eie 



620 


QUARTERLY JOURNAL OF ECONOMICS 


specified generally as a circle marked by a given radius fnnn local 
headquarters, or as being congruent with county or some other 
political boundary lines, or they may be spelled out in detail. 
Occasionally locals are chartered in a given city without further 
definition of jurisdiction. 

Disputes may arise between locals when territorial juris- 
dictions overlap, when one local seeks to invade the jurisdiction 
of anoHier, or when two or more locals lay claim to work in an area 
which is in the territorial jurisdiction of none of them. 

Territorial disputes are particularly conunon in densely 
populated sections of the country and when a previously inactive 
area becomes suddenly the scene of building or industrial activity. 

1. Local 139 of the International Union of Operating Engi- 
neers had jurisdiction over the State of Wisconsin. Local 49, 
which had jruisdiction over the State of Miimesota, claimed 
that, when all Minnesota locals were amalgamated into Local 
49, they included one local of engineers residing in Duluth, 
Minnesota but working in Superior, Wisconsin. Both locals 
claimed jurisdiction over the construction of a grain elevator 
in Superior. 

2. District Council 41 of the Brotherhood of Painters, 
Decorators and Paper Hangers, in Boston, proposed to expand 
its territorial jurisdiction to cover the same area as is covered 
by other craft unions afBliated to the Boston Building and 
Construction Trades Council. Cambridge Local 677 objected 
to the expansion of Boston’s jmisdiction, its delegate to the 
union’s convention saying, “If this is done, the jobs will be 
given 100 per cent to Boston men and where will the Cam- 
bridge men come off?” 

3. In 1935 the Executive Board of the Hod Carriers, Building 
and Common Laborers considered the question whether EUis 
and Bedloes Islands were within the jurisdiction of New York 
or New Jersey locals. A temporary 50-60 division of work 
expedient was applied pending promulgation by the Building 
Trades Department of the A.F.L. of a rule that would apply 
uniformly to all building crafts. 

4. The International Executive Board of the American 
Federation of Musicians in 1932 considered a dispute between 
Locals 195, Manitowoc, Wisconsin, and Local 95, Sheboygan/ 
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Wisoonsm, over jurisfliction over Strattman’s Pavili<m, 
edtuated midway between the two towns. 

6. Streator, Tllin ois Local 82 of the Hod Carriers complained 
that Streator is located on the boundary of Livingston County, 
and that the local union in Pontiac, Illinois was twenty-five 
miles distant but bad jurisdiction over the whole of Living- 
ston County. Local 82 asked that the jurisdictional boundary 
between it and the Pontiac Local be set at a point midway 
between the two towns. 

6. Local 340 of the Hotel and Restaurant Employees had 
jurisdiction over bartenders in San Mateo County, California, 
with the exception of race tracks. Jurisdiction over bar- 
tenders at the Tanforan and Meadows Tracks in the county 
was held by San Francisco Local 41. Local 340 requested 
transfer, of jurisdiction to itself. 

B. Jurisdiction Defined by Classification of Work 
Some internationals define the jurisdiction of their locals in 
other respects than territorially. Frequent conflicts develop 
between locals of specialized classifications of workers in a given 
locality over the point of division of the work to be controlled by 
each and between these special-work classification locals in one 
locality and “mixed” locals in other localities. 

1. The Operating Engineers Union chartered stationary 
engineers locals and hoisting and portable engineers locals. 
Local 897, Columbus, Georgia, requested and was granted a 
“mixed” charter, encompassing-Jwtb classificatiions, so that 
its members mi^t operate hoisting and portable equipment 
in Muscogee County, Geor^a, then within the jurisdiction 
of Hoisting and Portable Local 312, Birmingham, Alabama. 
Local 312 opposed change because “hoisting and portaUe 
jobs could more adequately policed by a hoisting and 
portable local.” 

2. In St. Johns, N. B., Canada, the International Long- 
shor^nen’s Association had chartered the following locals: 
273 (General Longshore); 810 (Coal Handlers and Bulk 
Caigo), 1121 (Grain Elevator Employees), 1578 (Scowmen 
and Lumber Surveyors), and 1039 (Ship Liners and Cleaners). 
Local 1039 complained to the IntematkMial convention that 



622 QUARTERLY JOURNAL OF ECONOMICS 

Local 273 refused to accept membership applications from 
members of other locals during its summertime peak period 
of work. 

3. Local 346 of the United Brewery, Flour, Cereal and Soft 
Drink Workers had jurisdiction over bottle beer deliveries 
in New York. Local 24 had jurisdiction over drau^t beer 
deliveries. Jurisdictional difficulties arose in the case of mixed 
loads. Local 345 proposed that two members should be 
required on mixed loads, one from each local. 

4. The Hod Carriers’ International had chartered Local 310, 
in Cleveland, as a Building Laborers Local, and Local 330 
in the same city as a Building Wreckers Local. Dispute 
arose between the two locals over division of work and the 
International Executive Board ruled that complete demolition 
is in the jurisdiction of the housewreckers, while all other 
demolition constituted alteration and came within the juris- 
diction of the building laborers. 

6. Hod Carriers’ Cleveland Locals (310, Building Laborers; 
860, Heavy Construction, and 122, Pliunbers’ Laborers) 
disputed jurisdiction over mason tending on brick WQrk done 
in connection with sewers. The International Executive 
Board voted that work done on public sewers and stubs, when 
the two were laid at the same time, was the work of 860; all 
work on leads from these stubs or main sewers to buildings 
belonged to 122; all laying of drain tile, steam lines and con- 
duits, when laid at the time of the foundation by the general 
contractor, is building laborers’ work and belonged to 310; 
when the work is done by a plumbing contractor, it is the work 
of 122. 

6. The Brotherhood of Painters, Decorators and Paper 
Hangers chartered specialized locals of sign painters, and 
defined the jurisdiction of these locals as “all process work, 
display work, theatrical and lobby displays, glass tube 
bending, sign handling, erecting and other necessary opera- 
tions, also of all sketches, whether made by pencil, ink, paints, 
or any coloring material and of any painting pictorial work 
or lettering done on a sketch or sign.’’ Locals of scenic 
artists objected to the inclusion of “display work’’ in the sign 
painters’ jurisdiction. The scenic artists claimed this work. 
They complained that scenic ariaste have been reduced to 
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straitened circumstances by the destruction of vaudeville 
by the movies, and they claimed lobby display work and 
‘‘creations/’ 

7. Bakery and Confectionery Workers’ Local 61 has juris- 
diction over cake baking in New York City. The Local urged 
that its jurisdiction be protected in the event of the amalgama- 
tion of bread baking locals in New York. 

8. Hod Carriers’ Local 363 had jurisdiction over Minneapolis 
civil service workers; Local 563 over private contractors. The 
City of Minneapolis had bid for a PWA sewerage contract 
in competition with private bidders and had been awarded 
the contract. Local 563 claimed this woik on the ground 
that when a political sub-division competed with contractors 
in bidding for work projects, it is in no difTenmt position than 
any other contractor. 

9. The Hod Carriers granted charters to Heavy Construction 
Locals and Building Construction Locals in the same territorial 
jurisdiction. Building Construction Locals complained that 
the Heavy Construction Local® impinged on their work, and 
asked that they be confined to rock drilling and blasting on 
roads, viaducts, bridges, etc. and the “heavy concrete con- 
struction of same.^’ 

10. The Operative Plasterers and Cement Finishers defined 
the work of cement finishers as “the running of base not 
exceed six inches in height when same is installed in con- 
nection with floors, etc ” On a housing project in Houston, 
Texas, in 1940 cement finishers Local 681 walked off the job 
because plasterers of Local 79 were laying 6}/^mch base. The 
cement finishers claimed that the original specifications of 
the project had called for base of 5 inches with a permissible 
tolerance of one inch. They claimed that the plasterers had 
exerted influence to have the specifications read 6^4 inches, 

11. Plasterers and cement finishers in Buffalo disputed over 
the laying of base and its finishing to a smooth finish. The 
work was awarded to the plasterers because it was being done 
with hawk and trowel, tools whose use is permissible only for 
plasterers, among union members. 

12. Continuing and widespread disputes developed w]|^ 
the Operative Plasterers and Cement Finishers as a result W* 
the introduction of new materials and methods. Main points 
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of contentioa were over applying a cement wash to certain 
types of construction; renovation or restoration of the exterior 
of a building ; and waterproofing of both new and old buildings. 

13. Shophand members of the Plasterers and Cement 
Finishers are ordinarily prohibited from doing scaffold work. 
Shophand’s work consists largely of casting such objects as 
moldinp, comice work, mantels, brackets, etc. For the past 
twenty years or so there has been little demand for these 
products and shophands locals have sought a ruling that it 
is permissible for shophands to “set up staff,” which is work 
done from the scaffold. The shophands admitted that this 
was plasterers’ work, but asked special consideration on 
the ground that shophands were old men who knew no other 
trade and whose trade had been destroyed by changed 
building specifications. The Southern District Council of 
the union had permitted shophands to do this work on jobs 
of less than $500, but an International Vice-President had 
objected and the decision had been set aside. 

14. Local 338 of the Bakery and Confectionery Workers 
had exclusive jurisdiction over the baking of “beigels” in 
New York City. The local complained that it had Become 
common practice for members of bread-baking locals to make 
“beigels.” The practice is particularly common among retail 
bakeries that sell “beigels” in small quantities to grocery 
stores and delicatessens in the vicinity. Because the practice 
is so dispersed. Local 338 said it found it impossible to police 
its jurisdictional rights. It proposed that bread-baking locals 
should prohibit the baking of “beigels” by their members. 

15. The Bakery and Confectionery Workers had twenty 
locals in New York City, whose jurisdictions were differen- 
tiated by products made. Local 1, New York, proposed to 
the International Convention that amalgamations be fostered 
to eliminate jurisdictional disputes, since the mechanization 
of the industry has standardized production processes so Uiat 
craft differences, by product, have been eliminated. 

16. Glaziers Local 1095 of the Brotherhood of Painters, 
Newark, New Jersey, protested the jurisdiction of Painters’ 
Union mixed locals over ^aziers. It proposed that where a 
special craft glaziers local existed, it should have jurisdiction 
over all ^aziers vrithin a radius of thirty miles. 
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17. The Longshoremen had occasionally chartered separate 
locals of longshoremen proper and of pier and dockmen. The 
Executive Board of the imion had then been faced with the 
problem of settling disputes over the division of jurisdiction 
between the two. 

18. The Boilermakers, Iron Shipbuilders, Welders and 
Helpers had chartered separate locals of welders. Welders’ 
locals then claimed jxuisdiction over ail work involving welding. 
Boilermakers’ locals, on the other hand, insisted on doing 
welding on the grotmd that American Federation of Labor 
policy was to regard welding as a tool over which no calling 
had exclusive jurisdiction, just as no craft has exclusive 
jurisdiction over the hammer and saw. 

19. Local 38, Waitresses, Fresno, California, of the Hotel and 
Restaurant Employees’ Alliance complained to the union 
convention that Local 666, Bartenders, Fresno, had sponsored 
a resolution in the California Federation of Labor convention 
urging state legislation barring women from “mixing, poiiring 
and serving of drinks containing alcoholic liquor from behind 
a bar.’’ 

20. Lead biumers (welders) of the Plumbers and Steamfitters 
sought to have the union constitution changed to require that 
“all lead construction, i.e., sheet lead, pipe lead and homo- 
genous lead linings that specify lead burned seams,’’ should 
be done by lead burners exclusively. The lead burners com- 
plained that since they did not ask to do plumbing and steam- 
fitting, plumbers and steamfitters should not be permitted to 
do lead biuming. 

21. Local 107 of the Pulp, Sulphite and Paper Mill Workers 
objected to efforts of other locals to organize paper die cutting 
shops in New York City, over which the Local claimed 
exclusive jurisdiction. 

22. The Plumbers and Steamfitters have a single local (Local 
669) with exclusive jurisdiction over installation of all pre- 
fabricated sprinklers in the United States. The Local has 
auxiliary locals in various areas where a sufficiently large 
number of sprinkler fitters are located. The Newark, New 
Jersey auxiliary of Local 669 protested the invasion of their 
work by other classes of locals of the International Uniop. 

23. Local 154, Boston, of the Hod Carriers and Building and 
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Ciommon Laborers objected to the granting of universal 
cards, permitting any work within the jurisdiction of the 
International. Local 154 limited its members to plasterers 
tending and sought to bar members of other locals from this 
work. 

24. House Wreckers’ Local 95, and Mason Tenders’ Local 59 
of the Hod Carriers, Building and Common Laborers, both 
of New York, disputed over demolition work. The Inter- 
national Executive Board assigned complete demolition work 
to the Wreckers and alteration work to the Mason Tenders. 

25. Jurisdictional disputes developed among New York 
Locals 45, 102, 250, 266, and 731 of the Hod Carriers. In 1938 
an agreement was signed among these loc^ assigning juris- 
diction. Locals 45 and 102 and any local resulting from an 
amalg a mation of these two (they later amalgamated to form 
Local 147) were assigned “all work done in compressed air; 
all lagging, bracing, sheeting, shoring, underpinning’’; Local 
250 was assigned “all rock drilling and rockdrillers’ helpers 
known as ‘surface work’ and open cut and free air shafts 
and tunnels’’; Local 731 was assigned “all laborers’ work done 
on the surface and in open cut work.’’ Additional specifica- 
tions were made with respect to jurisdiction on work done 
partly in compressed, and partly in free air. In February, 
1939, the International Executive Board terminated the 1938 
agreement and directed the International President to take 
over the affairs of Locals 147, 250 and 266. The International 
had attempted to sponsor the amalgamation of these locals 
and they had consented to amalgamate only on condition 
that the amalgamated local should have jurisdiction over 
compressed air work throughout the United States and 
Canada, all free air shafts and tunnels in the same area, if 
safety measures were used, and over an extended area for 
tunnel and subway work, drilling, chipping, spading, lasting, 
shoring, and timbering, sheeting, lagging, bracing, and under- 
pinning work. These conditions were denied by the Inteiv 
national and the amalgamation did not occur. Thereafter 
Local 147, making the general claim to compressed air work 
on the ground that members of other locals were inexperienced 
in this work and would suffer injury and loss of life and that 
other locals e^d not adequately police this work, engaged 
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in a series of disputes with other locals and with the Inter- 
national over work ill Massachusetts, New Hampshire, 
New Jersey, Pennsylvania, and in New York State, both 
within and outside New York City. A dispute with Locid 29 
(Locals 250 and 266 amalgamated) over work on the Queens 
Mid-Town Tunnel operation in New York resulted in action 
against Local 147 by the International, over which there was 
considerable litigation. Local 17, Newburg, New York, 
complained that Local 147 interfered with its jurisdiction over 
heavy engineering construction, and said that Local 147 
harassed contractors working in Local 17’s territorial juris- 
diction by demanding control of and jurisdiction over jobs. 
The Mason Tenders’ District Coimcil of the Hod Carriers in 
New York complained that Local 147 had picketed its jobs, 
clmming jurisdiction. Local 60 said that Local 147 had 
interfered with its jurisdiction on the Delaware Aqueduct job 
in upper New York State and had engaged in mass picketing 
on the job. Local 147 complained, on the other hand, that 
Local 60, exercising complete jurisdiction over the project, 
refused to honor cards of Local 147 members, although it 
was accepting non-union men for work on the project; it said 
that Local 60 was inexperienced in this work and could not 
police it properly, as a result of which at least twenty-four men 
had been killed on the job; it urged that Local 60 be deprived 
of jurisdiction because standards built up by Local 147 for 
this type of work were being destroyed. 

26. Plumbers’ and Steamfitters’ locals of tlie United Associa- 
tion of Plumbers and Steamfitters had disputed for many years 
over division of work. (In Boston they disputed over pipe 
installation in laundries. Plumbers claimed the work because 
a laundry simulated a domes! ic function over which they had 
jurisdiction; steamfitters said it was commercial work which 
they were entitled to do.) To eliminate disputes it was 
proposed that the union revoke previous charters and charter 
three classes of locals: building trades, mettd trades, and 
combination. 


C. Tbaveling Emplotebs 

Some operations require high-cost equipment and specialized 
managerial know-how for which there is insuffioienll^mand in a 
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sing^ locality. To warrant the orgaajxation of continuouB fimoB 
(Bering , services such as these, it becomes econonuoally neoessary 
for equipment to be mobile and for the firm to search for busineBS 
at points that are geographically widely dispersed. There is 
constant contention between locals of a craft hired by such traveling 
employers in whose jurisdiction the work is to be done and locals 
having jurisdiction in the employer’s headquarters’ area and 
covering his regular employees, over the proportion of men that 
may accompany the employer to the job. 

Some Interaationate have rules requiring that fifty per cent, 
or some other proportion, of the men on the job must be taken 
from the local having jurisdiction where the job is located. Large 
locals in cities where contractors are headquartered constantly 
attempt to exert pressure to have this proportion revised down- 
ward ; smaller locals attempt to have it revised upward. 

1. The rules of the Brotherhood of Peters, Decorators and 
Paperhangers in 1937 permitted a contractor moving into the 
jurisdiction of another union to take fifty per cent of his own 
men with him. (The 1937 convention reduced this proportion 
to twenty-five per cent.) Lansing, Michigan Local 845 com- 
plained that some contractors were hiring men who were not 
members of any local union, having them sign applications, 
and sending them into other jurisdictions. Local 845 ob- 
jected to this practice when locals in the area in which work 
was to be done had imemployed members, and proposed that 
the application of the fifty per cent rule be made optional with 
the locals having territorial jurisdiction, so long as they could 
furnish men for the job. 

2. The 1941 convention of the Operative Plasterers’ and 
Cement Finishers’ International rejected a proposal that a 
traveling contractor should be permitted to carry fifty per cent 
of his men with him into another jurisdiction. 

3. The sign painter members of the Painters, Decorators and 
Paperhangers obtained (1937) a modification of the union rule 
requiring the hiring of fifty per cent of local men by a contrac- 
tor doing work in another jurisdiction than his headquarters. 
The International convention accepted the proposition that 
the 50-50 rule did not apply to sign painting, if the job could 
be completed in less than sixteen hours. The sign painters' 



INTBA-UmON DISPUTES OVER JOB CONTROL 


629 


said that contractore do not cany house painters with them 
but bring in outside men only when they seotire large jobs, 
such as hospital or hotel painting. Sign painting contractors, 
however, get out-of-town jobs that can be completed in a 
few hours, and the sign painters said that it was wrong to 
require that this w'ork be split with local members. The 
Chicago sign painters’ local, particularly, complained that it 
had had difficulty with locs^ in the vicinity of Chicago 
which laid claim to half of the work in their jurisdiction. 

4. Five locals of the International Union of Operating 
Engineers had been amalgamated to form a single local with 
jurisdiction over all of Ohio. Local 114, Cincinnati, had 
objected to the amalgamation. The General Executive 
Board rejected the objection, and cited a letter from a con- 
tractor expressing approval of the amalgamation because it no 
longer was necessary for him to change operating crews as he 
moved from job to job over the State. The contractor 
claimed that this reduced accidents and equipment break- 
downs resulting from inexperienced crews. 

6. Licensed Tugmen’s Local 374 of the International Long- 
shoremen’s Association operated tugs on the Great Lakes. It 
sought to have its men take over barges being towed through 
the New York State Barge Canal by members of United 
Marine Division Local 333 at the Canal Lake Terminal. 

6. New York Local 8 of the United Slate, Tile and Com- 
position Roofers, Damp and Waterproof Workers’ Associar 
tion proposed that fines be imposed on locals which did not 
inform the local with jurisdiction in a firm’s headquarters 
area when firm entered the territory of another local, “so 
that the interests of the men in the firm’s local should be 
protected.’’ Local S’s contracts provided for fifty per cent use 
of Local 8 men on out-of-town jobs. The resolution was 
intended to enforce this contract clause. Out-of-town locals 
who would lose fifty per cent of the work done in their juris- 
diction by New York contractors by enforcement of the 
clause objected, and said that Local 8 should police Jts own 
contract. 

7. Local 12 of the International Union of Operating En- 
gineers claimed jurisdiction over dredgemen in Southern 
California. Local 3, located in San Francisco, claimed that 
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ninety per cent of Southern California dredging was done by 
San IVancisco contractors. Local 12, on the other hand, said 
that Local 3’s headquarters were too far away from Southern 
California for the work to be adequately policed. 

8. United Automobile Workers-CIO Graham-Paige Local 
142 and Willow Run Local disputed for jurisdiction over the 
Willow Run plant, in Michigan. Local 50 had had jiuisdiction 
over airframe operations of Ford Motor Company in the 
plant. Local 142 had had jurisdiction over the Graham-Paige 
operations in its Detroit plant. The Ford operations had 
been abandoned and the plant had been taken over by the 
Kaiser-Frazer organization into which Graham-Paige had 
merged. Local 142 claimed exclusive jurisdiction, so that 
Kaiser-Frazer hiring would be done from its seniority lists. 
Local 60 urged the consolidation of the seniority lists of the 
two locals. The dispute was complicated by the fact that 
the two locals were associated with opposite political factions 
in the union. 

9. Manhattan longshoremen members of the International 
Longshoremen’s Association refused early in 1947 to unload 
a ship for which the American Export Lines was agent, 
because the shipping line had diverted many of its heavy 
cargo vessels to Jersey City and Brooklyn for unloading. 

D. Traveling Members 

Internationals covering crafts of which a significant number 
of members travel are faced constantly with the problem of dis- 
putes between traveling members and “stay-at-homes” over job 
rights. Non-traveling members, especially where locals have been 
successful in controlling the supply of craftsmen in their juris- 
diction, object to the “invasion” of traveling members. This is 
especially true in periods of unemployment. In some cases, locals 
are permitted to reject transfer cards of members of other locals, 
when a specified percentage of the local’s own members are 
unemployed. If a local’s membendlip includes a specialized sub- 
craft, this group sometimes sedEB to have the percentage-of- 
unemployed r^ applied by subncraft specialty, rather than to 
the local’s tot(d tnembership. Sometimes disabilities are imposed 
on the traveling member or on employers of traveling members 
in efforts to expand the employment opportunities of resident 
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members; more or less ingenious subterfuges and circumventions 
are then developed by traveling members to evade compliance 
with the union rules. 

L The law of the International Photo-Engravers' Union 
permits a local to refuse to accept traveling cards of members 
of other locals when ten per cent of the members of the local 
into which the move is made are unemployed. The roto- 
gravure workers sought to have the ten per cent rule apply 
by sections of the craft; thus, if ten per cent of rotogravure 
worker members of a local were unemployed, the local could 
refuse traveling cards from “foreign" gravure workers, even 
though less than ten per cent of the total membership of the 
local were unemployed. 

2. The 1940 convention of the Brotherhood of Teamsters, 
Chauffeurs, Stablemen and Helpers made it compulsory, by 
constitutional amendment, on locals to accept transfer cards 
of members of any other local. Delegates objected to the 
taking of new members when old members were still imem- 
ployed. 

3. Tacoma, Washington Local 252 of the Hod Carriers, 
Building and Common Laborers complained that the Inter- 
national Constitution permitted the issuance of traveling 
cards to members immediately upon being sworn into the 
union. This permitted locals to admit applicants, benefit 
from receipt of initiation fees, and for traveling cards to be 
immediately issued, so tliat the local admitting new members 
did not suffer, but locals to which traveling members moved, 
did. The Tacoma local proposed that the Constitution be 
revised to permit the issuance of traveling cards only to 
members in good standing for at least one year. 

4. Theatrical Wardrobe Attendants' Union No. 16770 of 
the International Alliance of Theatrical Stage Employees 
petitioned that traveling members of the Alliance be pro- 
hibited from taking their wives on tour to act as wardrobe 
attendants. 

6. The problem of the traveling member has been a par- 
ticularly serious one for the American Federation of Musicians. 
Already faced with unemployment resulting from the expan- 
sion of mechanical transcription, radio broadcasting, and 



632 


QVAItTERLY JOURNAL OF SCONOMZCS 


sound motion pictures, the depression after 1929 played 
havoc with employment opportunities of members. To pro- 
tect employment of local members, the union, during the 
depression, required that traveling bands charge thirty per 
cent more than the local price when carrying out an engage- 
ment in another local’s jurisdiction. Circumvwitions of one 
IfinH or another developed to evade the requirement, with 
traveling bands sometimes entering into collusive arrange- 
ments with their employers. Some traveling members took 
engagements in neighboring towns and returned home each 
night, claiming that this constituted a succession of one-day 
stands, which were exempt from the thirty per cent rule. 
Sometimes the thirty per cent over local price was charged and 
“kicked back” to the employer. Sometimes double contracts 
were made, a dummy, incorporating the thirty per cent extra 
charge, and an actual contract for a lesser price. Sometimes 
the thirty per cent overcharge was borne by traveling members 
thennBelves, rather than by the employer. The International 
officers urged the revocation of the thirty per cent law because 
it protected no one’s employment and invited contempt for 
the union’s laws. This was done by the 1934 convention 
which required, in its place, a ten per cent charge by traveling 
orchestras over the local price. The ten per cent law, too, 
came to be evaded when traveling orchestras would take 
membership in a small local close to the place of their engage- 
ment, claim this as their home local, and claim exemption 
of their engagements on the groimd that they constituted 
“local out-of-town” engagements, which were exempted from 
the law. To combat this practice the International Presi- 
dent’s office struck out the exemption of local out-of-town 
engagements, but did continue the exemption of private 
functions of lodges, societies, etc. Thereupon, traveling 
orchestras began to claim all engagements to be private. 
Therefore, a new law was promulgated by the Intemational 
President striking out all exemprions. 

6. The constitution of the Plunfbws and Steamfitters’ Union 
provides that clearance cards be issued only to first-class 
journeymen. Traveling members depositing clearance cards 
with another local may not be examined for skill qualifications 
or be required to payjany fee. During tiie war, many helpen 
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and apprentices traveled to war-plant construction It 

was proposed to the 1641 convention of the union that tiiese 
members also be issued clearance cards. 

7. Local 655, Miami, Florida, of the Musicians' Union asked 
spedal treatment with respect to traveling members coming 
into its jurisdiction. It claimed that traveling members were 
one and one-half times as numerous as the local’s permanent 
membership and that, therefore, the resident members suffered 
greatly from the competition of outsider members. I’he 
local claimed that some out-of-town members accepted non- 
union engagements in Miami at below the local scale. It 
also claimed that some members accepted engagements with 
irresponsible promoters, knowing that the enterprise would 
fail, so that they might then search for other jobs within the 
jurisdiction. The local asked for a law which would require 
traveling orchestras to hire resident members in the number 
of fifty per cent of its total, and that the local be permitted to 
reject transfer cards in numbers greater than fifty per. cent 
of the local’s permanent membership. 

8. In the early years of the Musicians’ Union, theatre 
musicians’ wage rates were very low, and the International 
encouraged locals to enforce hi^er rates. Many locals 
were successful, but theatre managers, forced to raise their 
rates, retaliated by hiring orchestras from another local. 
Therefore the Federation enacted a law providing that mem- 
bers could not solicit or accept a theatre season engagement 
in the jurisdiction of smother local, except with the consent of 
the local having jurisdiction. This law was later extended 
to radio broadcasting for the same reason. However, when 
big-name broadcasting bands developed as an advertising 
technique, it became the practice for a local to consent to the 
plasring of a traveling orchestra within its jurisdiction, on 
the condition that an equal nmnber of standby members of 
the local should be hired. However, one local wiuch, according 
to the International President’s report to the 1933 convention 
of the union, had “an exceedingly hateful dispositiot3^ towntfd 
every musician who ever transferred into the local,” refused 
to permit traveling musicians to broadcast from its juris- 
diction, even though the standby-hiring conditions were 
fulfilled. Therefore the law was changed to require that a 
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local permit radio broadcasting from its jurisdiction by 
outpide orchestras, provided that the standbys were hired 
from the local. 

9. The 1934 convention of the Musicians’ Union adopted a 
law which prohibited a member accepting an engagement with 
a symphony orchestra in another jurisdiction at $40.00 or 
more per week from accepting single or other engagements in 
that jurisdiction of a non-symphonic nature without the con- 
sent of the local having jurisdiction. 

E. Thbbatbnjbd Wags Standards 
Disputes sometimes arise between locals of an Interpational 
when firms “run away” from the jurisdiction of a higher- to a lower- 
wage standard local. In these cases, the higher-standard local from 
which the firm fled may claim juris'diction over t'he runaway itself, 
or it may seek to have its jurisdiction expanded to include the 
area in which the runaway firm locates. In other cases the product 
of a high-standard local may be faced with the competition of 
products produced in lower-standard areas. Here the high- 
standard local may lay cjaim to jurisdiction over the area where 
the competitive product is produced, and claim the expansion of 
jurisdiction to be essential to the protection of its members. 

1. Window Cleaners’ Protective Union Local 2, New York, 
of the Building Service Employees’ Union was chartered in 
1916, and until 1936 represented all union window cleaners 
in New York. In 1936 window cleaners who were self-em- 
ployed were chartered in Local 95 and subsequently additional 
charters for self-employed window cleaners were issued 
(Locals 156 and 115). Local 2 complained that its wage and 
hour standards were being destroyed by members of the locals 
of the self-employed, who worked no set hours and for no 
set wage. Contractors hiring Local 2 men were said to bo 
losing business to the self-employed. Local 2 said that when 
the self-employed locals were chartered their members were 
few in number and worked in small jobs. Since then, however, 
they had begun to invade the craft of commercial window- 
cleaning, and Local 2 asked the cancellation of the charters. 

2. Locals 11 and 12 (Danbury, Connecticut) of the United 
Hatters, Cap and Millinery Workers requested expansion qf 
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their jurisdiction to cover Bethel, and that the charters of 
Locals 61 and 62 (Bethel) be revoked. The Danbury locals 
urged this course of action because low standards in force in 
the Bethel Plant were threatening tiie enforcenaent of Danbury 
standards in their jurisdiction. Locals 61 and 62, on the other 
hand, said that the Bethel shop had threatened to shut down, 
if it were compelled to adopt Danbury standards. 

3. The Norwalk local of the Hatters objected to the employ- 
ment of women in Fall River plants in the sizing and starting 
departments, which involves working at steaming vats. The 
local proposed that legislation be introduced into the Massa- 
chusetts legislature proliibiting the employment of women in 
these departments, on the ground that it was deleterious to 
health. The probable real objection of the local was based on 
the competitive threat to the wage standards of its members 
which employment of women involved. 

4. Local 754 of the Hod Carriers, Building and Common 
Laborers had jurisdiction over Rockland County, New York 
from its charter date in 1926 to 1938. In that year Local 17 
was chartered and given jurisdiction over heavy construction 
work in this territory. Local 754 complained that Local 17 
had a wage scale of 66 cents per hour, in contrast to its own 
scale of $1.00 per hour. Local 754 said that its standards 
were behig destroyed by Local 17 and requested that it have 
complete jurisdiction over Rockland County. 

5. Thp United Hatters, Ca^) and Millinery Workers had two 
millinery locals in Chicago, Local 51 composed of male mem- 
bers and Local 52 composed of female members. Local 51 
proposed that the two be amalgamated, because the split 
“conspired to defeat the unity and solidarity of the workers” 
and because manufacturers lowered wage standards by using 
the split to foster wage competition. 

6. Local 1 of the Bakery and Confectionery Workers con- 
trolled the entire frankfurter roll industry in Greater New 
York. In 1939 the Sabrett Food Products Company moved 
from New York to Jersey City and there signed a contract 
with Local 256. The contract did not provide for renegotiation 
in the event of mechanization. Sabrett did mechanize and 
increased its output at the same wage rates, shipping its 
product into New Yocki Local 1 charged that the employ- 
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meat of one hun&^ frankfurter roll makers in New York 
was jeopardised by this competition, and atked that it be 
granted jurisdiction over this Company. 

7. The Bricklayers’, Masons’ and I^terers’ International 
was faced with the problem of whether to admit into member- 
ship in thh union persons working on real estate constructicm 
and allow them to accept a secondary wage rate which would 
be less than the rate on heavy construction. International 
officers sponsored this proposal, because the housing field 
could not be organized in any other way. The proposition 
was opposed by the New York local, which feared that the 
differential would result in deterioration of wage standards 
on heavy construction jobs. The International officers were 
supported by locals in cities where there was little heavy 
construction and in which union members had to find jobs 
in housing. 

8. Local 311 of the United Brewery Workers had jurisdiction 
over seltzer shops. Since the repeal of prohibition, many soft 
drink shops in New York had begun to produce seltzer at a 
daily wage rate (1939) of $7.00, compared with LocaJ^Sll’s 
rate of $9.00. The local proposed that only its members be 
permitted to produce seltzer, to protect its wage scale. 

9. The Hotel and Restaurant Employees had three waiters’ 
locals in New York City, Local 1 having jurisdiction from the 
Battery to 42d Street, Local 16, from 42d Street to 112th 
Street, west of Fifth Avenue; and Local 219, from 58th Street 
to 138th Street, east of Fifth Avenue. Members were restricted 
to work within the jurisdiction of their own local. Local 16 
complained that there were disparities with respect to wage 
standards and conditions of work among the locals and that 
night clubs were able to “run away” across the street to lower 
scales and standards. Locals 16 and 219 were on record in 
favor of amalgamation, but Local 1 was opposed. 

F. “Makginal” Workers 

It is a common practice for whole Categories of union members, 
often not defined by local lines, to lay special claim to job rights. 
The special claimants may be a particular race, workers with 
longer terms of service in the craft or industry or with their 
employer, permanent year-round workers as distinguished from 
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seastsud workers, male worlmrs, jouroesrmen, or workms qualified 
in the all-round skills of the craft. Workers outside the categoiy 
are then in one way or another limited in their access to jobs.* 

1. Local 844, Seattle, of the Hotel and Restaurant Employees 
had jurisdiction only over Orientals employed in Oriental 
establishments. It also sought to organize Orientals in 
Ocddental establishments. The local had done this because 
Cooks’ and Assistants’ Union 333, Seattle, had refused to 
admit Orientals to membership. Local 844 sou^t permission 
to extend its jiuisdiction to cover Orientals in Occidental 
places of business and to furnish Orientals to Occidental 
establishments from its hiring lists, provided they worked 
under the standard imion agreements. This was rejected by 
the convention. 

2. In 1933 the International Executive Board of the Ameri- 
can Federation of Musicians considered the question of which 
of two locals in a city, one white and the other colored, would 
police traveling colored bands coming into the jurisdiction. 
The Board decided that either should have power to investi- 
gate and summon members, but that trial for alleged offenses 
should be at the hands of the Board. 

3. The International Lon^horemen’s Association chartered 
separate white and colored locals in Southern ports. Disputes 
constantly developed over division of work between locals. 

4. Southern Negro locals of the Brotherhood of Carpenters 
mid Joiners complained that their referrals to jobs were 
rejected because members of white locals in the same locality 
refused to work with Negroes.'' 

5. St. Louis members of the United Hatters, Cap and 
Millinery Workers objected to granting peak-season extra 
workers permanent status in the union and a share in off- 
season work. The St. Louis local requested an amendment 
to the constitution to provide for the issuance of temporaiy 
cards. The convention committee rejected the proposal 
on the ground that it must be a general proposition of the 

2. The cases of Negroes or other minority races being excluded from 
union membersfaq), of superior job rights vested in classes of workers with high 
smuority ratings, and of limitations on the number and job ri(dite of ap- 
prentices and helpers are exduded here because they are widely practiced, 
well-known, and ^ve been adequately treated in the literature. 
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union that all workers coming into the union have equal 
protection, and because workers given temporary cards are 
unorganizable and tend to take year-round jobs in non-uniim 
shops. The committee recommended that locals that find 
the general rule burdensome seek special relief throu^ 
consultation with International officers. 

6. Subordinate imions of the Bricklayers’, Masons’ and 
Plasterers’ International resisted the policy of the National 
Office of the union to admit cleaners, pointers, and caulkers 
to membership. The National Officers took the position 
that men not qualified as journeymen bricklayers shoidd be 
admitted as specialists in a sub-segment of the craft and held 
to this type of work. They claimed that, if not admitted, 
these men would work under non-union conditions. Brick- 
layers’ locals, however, complained that admitting these 
men would deprive qutJified bricklayers of caulking and 
pointing jobs. They also objected that men admitted to the 
union and granted caulking cards had sometimes carried 
trowels and done patching work belonging to bricklayers. 

7. The 1946 convention of the International Brotherhood of 
Bookbinders voted that women bookbinders should be paid 
equally with men for equal work, but stipulated that women 
should not be hired if men were available. 

8. Local 125 of the International Fur and Leather Workers’ 
Union consisted of floor boys. The local sought to affiliate 
to the Joint Council of Furriers in New York, so that its 
members might have larger access to mechanic furrier jobs. 
Mechanic furriers, who largely followed the practice of 
apprenticing their sons in the craft, resisted Local 125’s 
demands. 


G. Missionart Locals 

In some instances locals take an aggressive interest in the 
organization of workers of their craft. Sometimes before and 
sometimes after the local has been able to complete the organiza- 
tion of workers covered by its nominal jurisdiction, it will undertake 
to organize workers who are in the jurisdiction of another local 
which has been disinterested or, for other reasons, inactive towards 
organizing these workers. Disputes develop when the latter then 
claims jurisdiction. 
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1. Local 17 of the Bakery and Confectionery Workers 
(Astoria, Long Island, New York) said that it had sou^t to 
organize the industry in its area, but that locals having con- 
tiguous territorial jurisdiction had objected to infringement 
of their jurisdictions, and that this had slowed down the 
organizing drive. Local 17 proposed that it should be per- 
mitted to organize bakeries “adjoining [its] territory,” if the 
local union having jurisdiction was unable to organize them 
or did not do so. 

2. Local 70 of the Upholsterers, Furniture, Carpet, Linoleum 
and Awning Workers had jurisdiction over floor covering in 
New York City. It largely ignored workers going out of 
small shops for work in apartment houses, but these workers 
organized and affiliated to Local 70 as Local 70-B. Local 
70-B requested the assignment to it of jurisdiction over 
floor covering in Kings, Queens, and the Bronx Counties, 
and this was granted over the objection of Local 70. 

The interests of local unions are as parochial as those of the 
Internationals with which they are affiliated. Just as for the 
International, it is a common principle of action for locals to create 
job monopoly situations in which employers are compelled to hire 
from among local meml)ers and limited numbers of persons are 
admitted to the local’s memberehip rolls. Each local seeks to 
expand the job area that it controls. The cases cited in this paper 
indicate the extent of the problem created by provincial job 
interests and the pressure to maximize job control within the 
Internationa] Union. 

Simon Rottbnbbrq. 

Habvabd Uotvebbity 



STUART WOOD 

AND THE MARGINAL PRODUCTIVITY THEORY 


Stuart Wood has two claims to economic fame: he appears to 
have been the first person to receive a Ph.D. in economics in Amer- 
ica and he was one of the independent discoverers of the marginal 
productivity theory. The latter claim, at least, is substantial: he 
shares this discovery with economists of the stature of Marshall, 
Wicksell, Barone, and J. B. Clark. I shall first present a few bio- 
graphical details and then summarize Wood’s economic writinp. 

I. Biographical Details 

Stuart Wood was bom in Philadelphia on May 30, 1853, and 
died there on March 2, 1914.* His father, Richard Davis Wood, 
was a prominent banker, manufacturer, and railroad builder, and 
he eventually followed into the former two industries. 

Wood was apparently privately tutored before entering Haver- 
ford College in 1866 at the age of thirteen,^ where he had been pre- 
ceded by his five older brothers. His academic record, was very 
good: his annual average grades were 98.0, 98.3, 98.9, and 99.6 — 
although one should add that grades over 100 were not unknown. 
The following three years were spent chiefly in travel, including a 
year of study of philosophy at an unknown German university. 

In 1873 Wood entered the Graduate School of Harvard Uni- 
versity. He was in residence for two years, and wrote (in long- 
hand) a 133-page thesis entitled “A Review of the ‘Principles of 
Social Science’ by Henry C. Carey.” In 1876, a month after be- 
coming twenty-two, he received a Ph.D., the first in economics at 
Harvard. His work in economics, under Pnrfessor Dunbar, had 
included readinp of Blanqui’s "History of Pc^ttkal Economy,” 
Smith’s “Wealth of Nations,” and Carey’s “Social Science.” It 
was eight years later before a second Hi.D. in economics was con- 
ferred by Harvard — on F. W. Taussig. 

1. The sotircee of infonnatioa an vuiovs: obituaries; univeraity teoords; 
correspondence with sasociatee; «te. X am particularly indebted to Mr. C. B. 
Suttle of Philadelphia, who was Woo(f ■ secretary during the lattw years of his 
life. 

2. His record at Haverford GoUep gives only the Westtown Priends 
Sdiool (at Westtown, Pa.) as earlier tnuning; the records (d this latter school 
indicate that he attended only for five mon^ in 1863. 

a«o 
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Em before oranpleting his academic work, Wood had o^t^red 
his father's manufacturing business. In 1874 he formed a partner* 
drip with four of his brothers, to ccmtinue as iron founders and 
machinists (with mills at Florence and Millville, N. J.) and as com- 
mission merchants and dealers and finishers in cotton and other 
goods. He specialized in the financial end of the business. He also 
became privately interested in several public utilities (Millville 
Gas and Water Co., Tampa Water Works Co., Macon Gas and 
Water Co., etc.), banks (Vineland National Bank, N. J., and the 
Market Street National Bank of Philadelphia), and acquired Imge 
acreages of undeveloped coal and timber lands m West Virginia and 
property suburban to Philadelphia. 

He must have had more than average energy, for in addition to 
these numerous business activities, he dabbled in politics,* was 
manager of the Pennsylvania Institute for Deaf and Blind, treasure 
of several learned societies, and active in the American Economic 
Association. He joined this association in 1886 shortly after it was 
founded and was a member until his death. He was long a member 
of the Council, a body much like, and in the course of time not much 
smaller than, the Legion of Honor.* He attended numerous meet- 
ings of the Association (at one of which he played host to the entire 
group), helped finance early journalistic ventures of the Association, 
and was a vice-president in 1901. 

His active writing in economics fell in a short span of time 
(1888 to 1891). It is reported that only early and extensive busi- 
ness entanglements prevented him from entering academic life, for 
which, as we shall see, he had talents not common in faculties of 
economics at that time. 

II. Economic WErrmos 

Stuart Wood’s doctoral dissertation, it must be reported, was 
an undistinguished performance. It was a selective summary and a 
non-selective criticism of Henry C. Carey’s “Principles of Social 
Scimtce.” Bits of the analysis were fresh, but on the whole Wood 
was content to repeat J. S. Mill and his predecessors. The style 

8. In 18S4 he organized the Independent Republican movement in Fenn- 
ayhania to aai^rt C^veland. 

4. When ^ was fint aiqminted in 1886, the Council had fmty msmbea; 
by 1003 this number had grown to 166. 
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was flowery, the tone superior/ and the standard of craftsmanship 
low.® Yet few who, after a decent interval, have reread their own 
theses will fail to have some sympathy for these shortcomings. 
And for Wood there was the extenuation of youth — the thesis was 
written when he was twenty-one. 

Our real interest, however, is in his later essays. They fall into 
the two fields of the marginal productivity theory and the history 
of doctrine. 

The Marginal Productivity Theory. The marginal productivity 
theory was presented in two essays which appeared in 1888 and 
1889.^ It is assumed in these essays that the supply of labor is 
fixed, and the investigation then turns on the manner in which the 
price of labor acts on the quantity of labor demanded so as to lead 
to an equilibrium with full employment.® The fundamental de- 
terminant of the demand for labor is immediately stated to be the 
substitution relationship between capital and labor. Wood is con- 
cerned chiefly with two problems: (1) the manner in which one 
productive factor is substituted for the other; and (2) the determi- 
nation of the rates of wages and interest. 

Substitution of one factor for the other takes placjjs in two 
general ways. The first method of substitution is inter-industrial: 

All articles are produced by the codperation of labor and of capital, but it 
may be that no two articles are produced by exactly the same proportions of 
them. As consumption happens to be of those articles into whose production 
labor enters more largely, or of those other articles into whose production the 

5. The following passage is an exaggerated example: 

^‘Before examining Mr. Carey’s o^m theory, I now turn to what he says 
about Mr. Malthus. He attempts in an early chapter to refute him offhand in a 
very few words, — words which demonstrate either Mr. Carey’s own complete 
and stupid misapprehension of Mr. Malthus’ meaning, or else his wilful mis- 
interpretation of it, — which refutes nothing but that silly claim for fairness 
which Mr. Carey has the impudence to put forward in his preface (pp. 66-67).” 

6. Compare the light-hearted accusation of plagiarism: 

”Many of Mr. Carey’s views, in fact, are closely related to those of List, 
and althou^ I have not been at the pains to examine with accuracy the ques- 
tion of priority, aU the circumstances seem to point very strongly to liberal 
plagiarism on the part of the former (pp. 51-52).” 

7. ^ A New View of the Theory of Wages,” this Journal, III (1888-1889), 
60-86, 462-480; and “The Theory of Wages,” Publications of the American 
Economic Association, IV (1889), 6-35. The latter paper was presented at the 
same meeting at which J. B. Clark first presented 1^ version of the theory, in 
“Possibility of a Scientific Law of Wages,” ibid., 39-69. 

8. “New View,” pp. 61-63; “Theory of Wages,” pp. 6-9. 
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use of eaters more largely, just in such proporticm does it occamon a 
large or a small demand for labor.* 

The technical relationships between capital and labor and the con* 
ditions of demand together determine the equilibrium position: 

If the price of labor be excessively high, the price of those commodities into 
which labor most largely enters will also be high, and the demand for them will 
slacken. Employers will vrithdraw capital from their production in order to 
embark it in industries using a greater proportion of auxiliary capital. The 
demand for labor and its price will fall, and the use of auxiliary capital will grow 
at its expense until equilibrium is restored.^ 

This method of inter-industrial substitution had already been 
formulated with greater precision by Walras and Wieser, and later 
Cassel made it the fundamental part of his theory of production 
The new and important element in Wood^s theory, however, is 
his second method of substitution. It may be termed intra-firm: 

Of the vast number of processes which are carried on by machinery, the greater 
number perhaps could be executed as well by hand labor. Machinery is pre- 
ferred simply because the cost of production is lessened by its use. Also, in 
many processes now executed by hand, machinery would be equally efficient; 
but it is not used, because it would involve a greater cost of production. In 
these cases, opportunities for labor or for auxiliary capital to supplant the one 
the other only occur when either the price of labor or the cost of using machin- 
ery changes. In some cases, a great change only will afford such opportunities: 
in other cases, a small change will suffice. But there are other cases in which the 
cost is equal, or very nearly equal, whether labor is employed or auxiliary 
capital. Li such cases, the slightest change in the price of labor immediately 
affects the demand for it.* 

Wood comes close to the modem concept of a marginal rate of 
substitution; he speaks, in fact, of the *^rate of interchange^^ be- 
tween factors.* There is a strong temptation to attribute clair- 
voyance to him when he states that ‘‘Labor and capital are inter- 
changeable and are used indifferently where . . . each may be said 
to be at its final relative utility,'^ ^ for the marginal rate of sub- 
stitution of capital for labor (in the Hicks-AUen terminology) is the 
ratio of the marginal productivity of labor to that of capital. 
Again, diminish ing reti'ms (to capital and labor) are stated pri- 
marily in terms of a scsde of the quantities of capital necessary to 

9. ‘‘Theory of Wages,” p. 11, 

1 . “New View,” p. 84. 

2. “New riew,” pp. 67-88. 

8. “New View,” pp. 73, 468, 476; “Theory of Wages,” pp. 19, 80, 84. 

4. “Theory of Wages,” p. 29 (italicised by Wood). 
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supplant one laborer in various occupations.® With such an ap- 
proach, it is not surprising to find also an excellent statement of 
what is commonly called Marshairs ‘‘law of substitution^' : 

In productive industry, every form of investment is open to the employer. . . . 
In all cases, he is governed by one and the same motive — namely, the desire 
for gain; and, according to his expectations as to the comparative profit to be 
reaped, he turns capital into one field or into another. He does not buy labor 
until he has compared the profit to be got by so doing with that obtainable by a 
different outlay. ... If labor commands a high price, he economizes in its use 
and employs more auxiliary capital.® 

Let US turn now to Wood's second problem, the determination 
of the rates of interest and wages. Given the supplies of the pro- 
ductive factors, the tastes of consumers, and the state of technol- 
ogy — the list is his — the wage rate and the interest rate are de- 
termined by three conditions: (1) full employment of capital and 
labor (2) equalization of marginal utilities of various commodities 
per dollar's worth of expenditure;® and (3) the marginal produc- 
tivity theorem: “the relative final utilities [marginal productivities] 
of labor and of capital fix their relative prices, and the wages of 
labor and the interest on capital are the same in all their employ- 
ments as they are here." ® All of the essentials of the theory of 
general equilibrium are present in this analysis. 

An interesting application of the theory is made to international 
trade.^ Wood is one of the few nineteenth century economists 
(Sismondi and Longfield must also be named) to explain the exist- 
ence and nature of international (and interregional) trade directly 

5. '‘New View,” pp. 68, 464; “Theory of Wages,” especially the graph on 
page 31 and the accompanying discussion. 

6. “New View,” pp 63-64. 

7. “New View,” pp. 63, 480; “Theory of Wages,” pp. 13-14. 

8. “New View,” p. 84: “Equilibrium can only exist in the price of labor 
and in the price of using capital when it is impossible to augment the sum of 
gratifications by supplanting industries employing a large proportion of one by 
industries employing a large proportion of the other. Among the mdustries 
between which desire is evenly balanced, there are some in which labor pre- 
dominates, and some in which capital predominates. The pnce of labor which 
will produce any gratification in the former Wustries equals the cost of using 
capital to produce i» the latter other gratifiei^tii^ equally esteemed by human 
desire.” See also ^‘Ruftory of Wages,” p. 9, 

9. “Theory qtW^^ges,” p. 14; also “New View,” pp. 63, 66. 

1. ConsidewJbW Intention is also paid to the absolute and relative shares 
of capital and labor, but the discussion does not get beyond a listing of de- 
terminants — a position at which it still tends td come to rest. See “New 
View,” pp. 72-73, 463-478; “Theory of Wages,” pp. 17-29. 
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by differences between countries in the relative supplies and prices 
of capital and labor: 

Each country will devote itself to the growth of that crop for which it is best 
suited, and will supply its wants of other things by exchange. If the people of 
the country which grows oranges [which require much capital] wish for flax 
[which requires much labor], they will obtain it by giving oranges in exchange 
to the people of the flax-growing country. . . . Thus the needs of each country 
will be supplied in the cheapest manner. The demand for labor, however, will 
be far greater in the flax-growing country relatively to the demand for capital, 
and should the supplies of labor and of capital be the same in both countries, 
wages will be higher where flax is grown and interest where oranges are grown.* 
If in any two countries the relative prices paid for labor and for the use of 
capital differ, then such industries as require most labor tend towards the 
country where labor is relatively cheapest, while such as require most auxiliary 
capita] gravitate to the country where labor is relatively dearest and where 
interest is lowest.* 

We need not subject Wood’s theory to a detailed criticism. 
There are obvious defects in his exposition: for example, the im- 
plicit assumption tliat there are two homogeneous factors of pro- 
duction, labor and capital, and consequently such entities as ^Hhe” 
wage rate and ^^the” interest rate. The only point that seems worth 
elaborating here, however, is his peculiar concept of the nature of 
substitution. The essence of this concept is that production con- 
sists of integral processes which must be carried on exclusively by 
one of the two factors.^ This is an unduly narrow view: Wood con- 
siders only what might be called the extensive margin of substitu- 
tion between capital and labor, and overlooks the equally im- 
portant possibilities of substitution within any process. But even a 
partial generalization of the substitution relationships among pro- 
ductive factors marked a major advance over the classical theory. 
And up to that time probably no other non-mathematical econo- 
mist had shown equal insight into the interplay between production 
functions, demand conditions, and the supplies of productive 
factors. 

2. ‘Theory of Wages,” p. 21. 

3. “New View,” p. 468. 

4. “Theory of Wages,” p. 14: “The relative advantages of labor and of 
capital vary so greatly in their different uses, that whatever may be their hire 
at any time, it will in most of their employments be impossible tq substitute 
one for the other, unless a vast change should occur in the relative price of 
using them.” “New View,” p. 69: “ ... at whatever point this equality of 
costs exists, labor and auxiliary capital will be employ^ indifferently; while 
on one side of it labor alone wttl be used and on the other side capital exclu- 
sively, . . . ^ 
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The History of Doctrine, Stuart Wood’s first — and only 
voluntary — contribution to the history of ideas was a critical 
history of the wages-fuhd doctrine.* This historical survey was the 
most complete to appear down to that time^ and it remains today 
an unusue^y illuminating and convincing appraisal. 

The views of James Mill, McCulloch, Senior, and J. S. Mill 
are summarized and criticized because of their failure to face the 
problem of what determines the wages-fund. Torrens, and more 
particularly Caimes, went farther: They assumed that the quantity 
of fixed capital and of materials (circulating capital not spent on 
labor) was determined by the size of the laboring population (since 
the proportion between capital and labor was fixed in each indus- 
try), and therefore the wages-fund is a residual Wood’s criticism 
of this theory deserves full quotation : 

But, unfortunately, Cairnes, in his turn, fails to inquire into the causes of the 
existing industries and methods. 

One set of these causes is to be found in the character of the natural resources 
of any country, another in the state of the arts, and a third in the nature of 
human desires. If all of these things were invariable, or if, at least, none of 
them varied under the influence of price, then Cairnes's explanation would 
exhaust the causes which go to make up the rate of wages; . . . Foi; then the 
national industries and their prevailing methods of production would be really 
fixed independently of the rate of wages, and would decide what stock of imple- 
ments and materials must be assigned to each laborer. . . . 

But the price of labor does affect the choice of the industries and methods which 
prevail. It influences desire, because it affects the relative price of the objects 
of desire, in so far as labor enters into their production in different proportions. 
It therefore affects the choice between the industries which produce different 
kinds of goods, by reason of its influence on the desire for these goods. It also 
affects the choice between different methods of producing the same goods, by 
enhancing or cheapening the cost of those methods into which labor more 
largely enters, as compared with those into which the use of fixed capital enters 
more largely. In these ways the price of labor does potently affect the demand 
for labor, and no explanation of the phenomena of wages hold good which 
ignores this fact.^ 

Thornton’s refutation of the wages-fund theory by the argument 
that the demand curve for labor has gero elasticity is properly re- 

5. “A Critique of WafQS Theories, Aima]s of the American Academy of 

Political and Social I <1890), 42^^* 

6. Ibid., pp. 44^ Wood forgets the indeterminate deduction from 
total capital for the Qapit^li£(W consumption. 

7. Ibid., pp. 45!M53. 
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jected m esaentially the same ground of substitution betweoi 
factors.* 

Only two points in Wood’s appraW of the wages-fund doc- 
trine are seriously objectionable. The first is a positive error: he 
suggested that the classical economists believed that the size of the 
wages-fund was independent of labor's productivity,* when of 
course it was generally recognized that increases in productivity 
would lead to a larger future wages-fund. The second point is an 
oversigiht, in this as in his previous essays: Wood never questioned 
the realism or usefuhiess of the concept of an “average wage rate.” 
But it cannot be disputed that he seized upon the greatest single 
defect in the classical theory of production and distribution, the 
failure to discover the relationship of substitution among produc- 
tive factors. 

Wood’s final publication in economics was a review of Augusto 
Graziani’s “Studii sulla Teorica Economica delle Macchine.”* 
Graziani had criticized von Th linen’s marginal productivity theory 
and extended the criticism to Wood’s version, which had been pre- 
sented “without too much novelty of reasoning.” * Wood vehe- 
mently denied the accusation of plagiarism which he read into this 
passage, but the text supports Graziani’s rejoinder that no insin- 
uation of plagiarism was intended. Graziani’s criticisms of the 
marginal productivity theory were wrong; the episode acquires 
some significance only because of a sequel. 

In the September, 1894 issue of the Journal of Political 
Economy there appeared the anon 3 rmous note which is reproduced 
on page 648.* The note is too brief to permit of an unambiguous 

8. Wood points out the terminological confusion whereby the classical 
economists and Thornton secured contra^ctory conclusions from the same 
premise, that the demand for labor was fixed (independent of its price). By 
demand for labor, the classical economists meant the quantity of commodities 
offered in exchange for labor, Thornton meant the quantity of labor demanded. 
Ibid., p. 460. 

9. “No assiduity on the part of the laborers, no improvement in produc- 
tion, could Ruse wages, and just as surely, no degree of neglect or indolence 
could lower them’’ (ibid., p. 450). 

1. Turin: Fratelli Bocca, 1891. The review was “Note on Profeescff 
Orariani’s Econoinic Theory of Machinery,’’ Annals of the American Academy 
of Political and Social Science, 11 (1891), 622-630; to which a reply was made 
by Qiariani, “The Economic Theory of Machines,” ibid., 838-841. 

2. The disputed passage is on pp. 57-58 of Grasiani’s book, translated 
(with minor inaccuracies) in Wood’s review, p. 626. 

A 11 (1894), 674. The present quotation follows the pubMied note. 
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Notes 

An intereeting coincidence between lauderdale’s “Public 
Wealth,” published early in the century, and a recent study on 
wages, appetus below, in parallel colunuis: 


S. Wood, ‘*New View of the Theory of 
Wages/' Quabteblt Joubnal or 
Econouicb, October, 1888, and 
July, 1889. 

The price of a given amount of la- 
bor is equal to the price which is paid 
for the use of such amount of auxil- 
iary capital as can replace it in those 
operations where the two things can 
be indifferently employed with equal 
pecxmiary advantage (October, 1^8, 

p. 68). 

We have seen that capital and labor 
compete with each other for employ- 
ment, being able often to supplant 
each other (p. 86). 

If a man can be hired for one hun- 
dred and ten dollars to do a certain 
piece of work, and if, when interest is 
at six per cent, a machine can be hired 
for one hundred and twenty dollars 
that will do the same work, then so 
long as the rate of interest remains at 
six per cent labor will be employed, 
but if interest falls to five per cent 
then the machine will be employed 
(p. 64). 


The absolute limit to the increase of 
capital would be attained when its 
amount should be at the maximum 
which can usefully be employed in 
connection with the eidsting supply 
of labor, in the existing state of nature 
and art (July, 1889, p, 478). 


Lauderdale, “Public Wealth.” [Edin- 
burgh, 1804.] 


That the profit of stock employed 
m machinery is paid out of a fund that 
would otherwise be destined to pay 
the wages of the labor it supplants is 
evident (p. 167) ... He [the owner of 
machinery] has only to charge a little 
less than the wages of the labor which 
the machine supplants. 


Supposing one man with a loom 
should be capable of making three 
pair of stockings a day, and that it 
should require six knitters to perform 
the same work with equal elegance 
in the same time, it is obvious that 
the proprietor of the loom might de- 
mand . . . the wages of five knitters, 
• . . but if a stockmg loom was only 
capable of making one pair of stock- 
ings in three days ... it would be 
thrown aside as useless (p. 165-6). 

There must at all times be a point 
determined by the existing state of 
knowledge and the art of supplanting 
labor . • . beyond which capital can- 
not iwofitably be increased, . . . be- 
Cguie , . . when it exceeds that point 
... its value must of consequence 
diminish in such a manner as effec- 
tually to check its augmentation 
(p. 228). 
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mterpretation, but its wording and format are calculated to suggest 
plagiarism to most readers. ' Wood never replied to the note. 

We may reject the implication. Casual analogies are not a 
sufficient basis for so grave a charge. Brief study would reveal that 
Wood’s theory differs in important respects from that of the eccen- 
tric Lord Lauderdale. The latter, it is true, emphasized the sub- 
stitution of capital for labor. But he argued that only a monopolist 
can secure for his capital goods a price equal to the wages of the 
displaced labor under competition the return on machinery is set 
by “the proportion betwixt the quantity of machines that can be 
easily procured, and the demand for them.” * Nor does Lauderdale 
see the possibility of substituting labor for capital. As the third set 
of parallel quotations in the note indicates, Lauderdale usually 
wrote as if the quantity of capital was governed by the state of the 
arts,"* Wood placed this ultimate technological limitation on the use 
of capital in the background and focussed attention on the prices 
of the factors. But even if the theories of Wood and Lauderdale 
were similar in details. Wood’s high character and his total lack of 
professional incentives would make pla^rism unthinkable. 

George J. Stiglee. 

Golumbu Univebsitt 

which contains twenty-six minor errors. It has been impossible to determine 
the authorship of the note. 

4. An Ekiquiry into the Nature and Origin of Public Wealth (Edinburgh, 
1804), pp. 168-169, 179. 

6. Ibid., p. 167; also p. 179. 

6. Ibid., pp. 214-215, 219-221, 228; on p. 252, however, he inconsist- 
ently says that increases of capital may force capitalists to supplant labor 
“at a cheaper rate.” 



MULTIPLE-PLANT FIRMS: COMMENT 


In his discussion of multiple-plant firms (this JotmNAn, 
February, 1947) Mr. Patinkin correctly states the well-known 
primary conditions of optimum capacity utilization at any ^ven 
level of total output, which require that 

(a) if two or more plants are operated simultaneously, the 
rates of output in all these plants must be such as to equate their 
marginal costs; 

(5) no plant should be kept idle if its marginal costs at zero 
output are lower than the mar^nal costs of any other plant at 
its actual rate of operation. 

He does not, however, state the important secondary conditions 
which also have to be satisfied if the given combined output of 
all plants is to be produced at lowest possible total costs, namely, 

(c) not more than one plant should be operated at decreasii^ 
marginal costs; 

(d) if one plant is actuaUy operated at falling marginal costs, 
the reciprocal of their (negative) rate of decrease must* not be 
smaller in its absolvie magnitude than the reciprocals of the 
rates of increase of marginal costs of all other operating plants 
added together. 

The equality of marginal costs of all operating plants (con 
dition (a) above) as stated in mathematical terms — top of 
page 191 in his article — leads to radical simplification of the sec- 
ondary conditions (inequalities) reproduced in their standard 
form on the same page below. 

Subtracting from the first row of the smallest of his determi- 
nants, its second row multipled by ci/ci' and its third row multi- 
plied by ct'/ot" (I use c/ for Mr. Patinkin’s dc*/ dxj and e/' for his 
d*Ci/dx*^ one can reduce the first of his inequalities to the follow- 
ing simple expression: (l/ci'+l/ct") • c/'* ci"=ci" + 0. 

The equality sign can be added to ti^e (now reversed) inequal- 
ity sign us^ by Mr. Patinkin if one is interested in all distribu- 
tions of any given combined output between different plants 
which will minimize its total costs. Since the number “1” and 
“2” can be attached to any two different, operating plants, the 
last exi»ession states our rule (c). 
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All oliira' inequalities written out on page 191 can be ledueed 
to mnilar simple ^restions. The last one in particular can be 
written as: 

(l/ci"+ !/<%"+ . • • +1/C/0 Cl", c". . . c,">0. 

If none of the second derivatives is negative, the condition 
will obviously be satisfied; if only one of them is negative, it will 
be satisfied, provided the expression in parenthesis is not positive. 
This situation is covered by rule {d) stated above. Rule (e) 
excludes all cases with more than one non-positive second 
derivative. 

Mr. Patinkin’s second and all other intermediate inequalities 
do not represent independent conditions, since they are neces- 
sarily fulfilled if conditions (c) and (d) are satisfied. 

Wassilt W. Lbontibf. 

Habvabd UmvsBsiTT 

NOTE ON THE ALLOCATION OF OOTPITP 

Professor Leontief’s comment provides two very interesting 
theorems on the allocation of output in the case of multiple-plant 
firms. His theorems hold for any output. Usually, however, we 
are concerned only with the output for which the firm maximizes 
profits; for this “optimum output” it is possible to derive stronger 
theorems than those developed by Professor Leontief. 

Assume, for the sake of simplicity, that all plants are in opera- 
tion. Let Xf be the output of the ith plant and c<= Ci(x<) (i= 1 • • • n) 
be its total cost curve. Let the total reveniie curve of the firm be 

B^S ^ 21 Xf^ . The firm then maximizes its profits 

( 1 ) B(EXi)-Zci(Xi) 

v<«i / »-i 

with respect to the Xi to yield the first order necessary conditions 
for a maximum 

(2) i2'-c/=0 (i«l...n) 

These are the familiar conditicms for the equality of marginal 
revenue and the marginal cost of each (operating^ plant. 

1. I am indebted to SSenneth J. Anw (Coidm Ckmuniseion, UniTenity 
of CSiioaco) for veiy heb;>fal sagseetkaui. 
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In general, the allocation of output among the plants derived 
from (2) will not be unique. Furthermore, some of these alloca- 
tions may correspond to minimum profits. These are excluded by 
imposing the second order necessary conditions for a maximum: 


( 3 ) 

(- 1 )* 


R"-ci” R" R" • • 

12" R”-Ci" 12" • • 

12" 12" 12"-c," • • 


R" 

12 " 


R" 


12 " 


12 ' 


/2"-c*"i 


(fc— !• • • n) 


where R" (c") is the slope of the marginal revenue (cost) curve. 
For A:=l and k=2 this reduces to 


(4) 12"<ci" 
and 

(5) c/'c*">12"(ci"+ci") 

respectively. Now assume that both c\" and c*" are negative. 
Multiplying (4) by (ci"+cj") we obtain 

(6) 12 "(cj"+C 2 ") > ci"(fi"+c") = 

Comparing (6) with (6) we see that (assuming there is a 

contradiction. Since any two plants can be considered as the “first 
and second," this proves that at the “optimum output" not more 
than one plant will be operating on the falling part of its marginal 
cost curve. This is Professor Leontief’s statement (c) applied to 
a specific output: the optimum market output. 

By this result we can eliminate some of the allocations deter- 
mined by (2). The remaining admissible ones will all be of one of 
the following types: (o) all plants operating at the same marginal 
cost on rising parts of their respective marginal cost curves; and 
(6) all plants operating at the same marginal cost, but one operat- 
ing on the falling part of its curve, and the rest on the rising part 
of theirs. However, we have used only the first two conditions of 
(3). By using the n-th, even some of these remaining allocations 
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can be rejected aa not satisfying the second order necessary con* 
ditions for a maxiinuin. . 

Consider now (3) for k=n. Subtract the last row from each 
of the other rows. This reduces (3) to 


(7) (-1)» 


-Cl" 0 

0 -c»" 

• • 

0 0 

R" fi" 


0 Cn" 

• m 

-CW-l" Cn" 

R" R"-c„" 



Now multiply thej-th row (i=l • • • n— 1) by —and add to the 
last one, so that (7) reduces to 


— Cj" 0 • • • 0 Cn" 

0 — cs" • • • 0 c„" 


(8) (-1)" 


0 0 ... 0 R"-c„''-\-R"Cn''(^^ 

= (- 1)"(- 1) [V C/' !^R"-Cn"+R"Cn" 4 ) } ] 

> 0 . 


Multiplying and dividing by c„" we have 
(9) n c/'fi?" 2 

<-i \ / — 

There are several cases to consider: (o) allocation (a) with 
R"<0; (j8) allocation (o) with R">0; {y) allocations (6) with 
B"<0; and (6) allocation (o) with R"~0. Note that by (4) 
(since the plant operating on the declining part of its marginal 
cost curve can be considered as the “first”) there are no cases of 
allocation (6) and R"^0. 

(a) Since nc/'> 0 and B"< 0, (9) reduces to 
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( 10 ) 


• 1.1 

> — 


By asBomption, the left side of this inequality is positive, and tlie 
rigjit negative; therefore it is always satisfied. Consequently, it 
is impossible to reject (on the basis of (9) ) an allocation (a) when 
i2"<0. 


( 11 ) 


O) Since nc/'>0 and B">0, (9) reduces to 

1 


fl 

s 


±<. 


,-i c," R" 


where, by assumption, both sides of the inequality are positive. 
In this case it is possible to reject allocation (a) if the c<" are not 
sufficiently large. 

( 7 ) Since nc,"<0 and B"<0, this reduces to 


( 12 ) 


»<«i cJ 


B" 


This will not be satisfied if the absolute value of the reciprocal of 
the negative c,", does not exceed the sum of the reciprocals of the 


marginal costs of the Other plants by an amount ^ 


Thus 


some of the allocations (b) can be rejected on the basis of ( 12 ). 

(5) Since J2"=0, (9) reduces to 
(13) -nc."<o. 

This is always satisfied for any allocation (a). 

These results can be summarized in the following 

Theorem: All the aUocations that mil masinme profits are 
included under types (a) or (b). Allocation (a) con be r^ected in the 
case where B">0 and (11) is not satisfied. Allocation (b) can be 
r^ected for J2"<0, if (12) is not satisfied; and for B">0, in all 
circumstances. 

As was to be expected, the conditions of rejection, funnulated 
in this theorem are broader than those proptied Professor 
Leontief. This is due to the fact that he 10 outputs, 

while I am concerned only witii tlie optimum Wtput. Tbus, 
Professor Leontief does not re|atet wy (a) (c.f. fiirst 

sentence of next to last parnfMliii (tf Ml note), while our theorem 
does reject some c& thaw k th« enw W*>0 (cf. (/ 8 )). Similarly, 
for allocations (b), PplImNair rejects if “the redprocal at 
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t-hn (oegative) rate of decrease is greater in its absoMe mt^tude 
the reciprocals of the rates of increase of mar^nal coete of 
all other plants added together/’ In our theorem, we reject (in 
the case of if the absolute magnitude does not exceed this 

sum by an amount ^ 

The reader can establish for himself the fact that there are 
only three independent restrictions in (3) : A!=l, 2, n. If these are 
satisfied, those for k—Z • • • n— 1 are also satisfied. 

The fundamental point here is that even on the basis of our 
theorem, there may still remain several imrejected allocations. 
Furthermore, it is possible that they will satisfy the sufficient con- 
ditions for a relative maximum, viz., (3) with the equality sign 
removed. Under these assumptions, each of the remaining allo- 
cations will then maximize profits relative to all allocations within 
a neighborhood. But we are interested in the absolute maximum 
— i.e. the highest of all these relative maxima. (This is analogous 
to the discussion in my article under point 3, page 189 (this 
JouENAL, February, 1947) ). For this purpose, conditions (3) 
can give us no additional information. It may be necessary actu- 
ally to compute the profit at these different allocations in order 
to discover the one which gives the hipest profit. 

There is an interesting special case of the preceding analysis. 
This is the case of perfect competition. By this assiunption jB"= 0 
so (9) reduces to 

(14) - n c/'<0. 

iml ~~ 

This establishes the following 

CoroUary: Under perfect competition, U is impossible to have 
any plant of a mutHpUnplcmt firm operating on the dedining part of 
its marginal cost curve. 

So far, we have abstracted from the possibility of non-operat- 
ing plants. Introducing this possibility complicates the problem 
conidderably. Let us consider a fixed output x, and determine the 
conditions under which a plant will not be operated. These have 
been stated by Professor Leontief under his propositions (o) and 
(f>); but it is interesting to consider the rigorous analytic pro(rf of 
these propositions. 


1 

R" ' 
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n 

The firm minimizes its costs 2 Ci{x^) subject to the restraint 


that 

t-l 


n 

(15) 

2 Xi=‘X>0, 




For our purposes we must specifically introduce the additional 
restrictions, always tactitly assumed, 

(16) i=l • • • n 


i.e. no plant can produce a negative output. It can be shown that 
the problem of minimizing total costs subject to (15) and (16), is 
equivalent to minimizing 


n . n \ ” 

2 Ci(Zi)-\( 2 Xi-x) - 2 mXi 

i-l ' »«1 


with respect to the Xi to yield the n equations 
(18) = 0 (i = l- • • n) 

(where X and fii are Lagrange multipliers), and imposing the n+1 
restrictions 


(19) fiiXi^O (i=l • • • n) 

and (15), By (15), at least one of the Xi is greater than zero. Let 
this be Xi, Then by (19), mi = 0. Substituting in (18) we obtain 

(20) Ci'=c/— Mi j==2 . • • n 

There are two possibilities (a) xy>0; (6) x^^Q. If xy>0, then by 
(19) Mi=0. Substituting into (20), we see that the marginal cost 
of all operating plants must be equal. Now assume a:y=0. Then 
there are two possibilities to consider: Mi<0 and Assume 

Hj<Q] then by (20) 

(21) Ci\xi)>c/{0) 

i.e. the marginal cost of the operating plant is greater than that 
of the idle one. Consider the expression 

(22) ci(xi— 0+<v(0 

as a function of where t is restricted to positive values. Differ- 
entiating this function at /=0, mid employing (21) we obtain, as 
the expression for the derivatives 

(23) -Ci'(a!,) + V(0)<0 

Hence, by the continuity of and it follows from (23) 
that for sufficiently small (positive) t 

(24) Ci(®i— t)+<v(f)<Ci(*0+<V(®)- 
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The left member of (24) represents total cost when the first plant 
produces Xi—i, and the j-th, The right member represents total 
cost for the allocation Xi, 0. Hence assuming ^<0 leads to a 
ccmtradiction of the assiunption that the allocation Xi, 0 mini- 
mizes costs. Thus if ®>=0, we must have Consulting (20), 

we see that this proves that every non-operating plant will have 
marginal costs (at zero output) greater than the marginal costs of 
any operating plant (at its actual rate of output). It can be 
readily proved that this same rule holds (without further restric- 
tion) for the profit-maximizing output too. 

There are many additional (and very interesting) problems 
with respect to the allocation of output in multiple-plant firms. 
First of all, it may be possible to set an upper bound to the number 
of admissible allocations corresponding to relative profit-maxi- 
mizing outputs. Second, 1 conjecture that it is possible to have 
situations where outputs of x^xo are produced with j-plants, 
a:=a:o+d with j-fl plants, and x=Xo-i-d+e with j plants again. 

I have not yet been able to develop the conditions rmder which 
this would be true. Finally, there is the very general problem of 
choosing among relative maximum or minimum positions. I hope 
to treat some of these problems in the future. 

I should like to take advantage of this opportunity to correct 
the following errors which unfortunately crept into my article: 
On page 183, line 9 from bottom, replace “s,- and sy+i” by “cy 
and Cy+i.” On page 185, last line; page 186, line 21 ; page 189, lines 

II and 20 — replace “equalization of marginal cost” by “equal- 
ization of marginal cost by equalizing outputs.” 

Don Patinkin. 
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